Government Affairs 


An Accountant’s 
Introduction 
the Securities Act 


ooled Investments 
onprofit Organizations 


Society Trial 
Board Decisions 


perations Research 
Business Problems 


ccounting Theory 
Subsequent Events 


Departments 


ied Public Accountants 
gle Copy 50 Cents 
One Year $5.00 





VOL. XXX NO. 9 


THE NEW YORK 


ertified 


ublic 


7 





Y/ 
Y 
Y 


7 ACCOUNTS RECEIVABLE) 


LOANS / 
© 
LOWEST RATES 
NON-NOTIFICATION 


V/ 
y 
y; 
Y 
y 
y / 
Y 
Y 
Y 


Ser ving 


SERVICE FACTORS CO. Ripe 
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25 Years 
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ee 
FEDERAL INCOME TAXES TODAY. 


Given since 1941 Jacquin D. Bierman 














A course for the practicing tax man to keep him abreast of Federal income | 
tax laws by digesting and reviewing current decisions and interpretations. | 


Fifteen Tuesday Evenings — September 27 to January 17, 6:15 to8 p.m. | 
at a mid-town center. 


Fee for the full course is $55.00 (including $5.00 registration fee); 7 
Single Lecture $5.00. 


SCHEDULE OF LECTURES 


Nov. 29 
Dec. 6 
Dec. 13 


Dec. 20 


an. 3 
Jan. 10 


Dee | 


an. 17 


For turther information, write to Henry Sellin, Executive Director, 
Institute on Federal Taxation, 1 Washington Square North, 
New York 3, N. Y. or telephone SPring 7-2000, Ext. 8043. 


DIVISION OF GENERAL EDUCATION 


NEW YORK UNIVERSITY 


1 WASHINGTON SQUARE NORTH, NEW YORK 3, N. Y. 
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Cut write-up time 


—give your clients 


veports that look like this... 


GENERAL LEDGER 
TRIAL BALANCE ‘ 
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JISSOMISCELLANEQUS INCOME 

SELLING EXPENSES 


S7TESASAL ARIES STORE 
37653 


€ you ever found yourself wishing that 
time you spend on client write-up work 
ld be put to better advantage? Would you 
to have more time to satisfy the demand 
professional counseling? There is no rea- 
why you cannot, andat the same time, con- 
¢ to offer your clients a complete service. 


Service Bureau Corporation can make 
ossible for you to offer accurate, hand- 
ely printed reports while cutting your 
€-up time and costs. Here’s how! Use a 


Service Bureau Corporation—a subsidiary of IBM—425 Park Ave., New York 22, N.Y. 
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punched paper tape adding machine to prove 
your clients’ source documents. Send the tape 
to SBC. At SBC, the punched tape will be 
converted to punched cards. The cards will 
then be fed through high-speed IBM data 
processing machines to run general ledgers, 
balance sheets and operating statements 
ready for release by you to your clients. 


To learn more about the benefits that can 
be yours when you use SBC, call your near- 
est SBC office for literature. 


MOST EXPERIENCED DATA PROCESSING SERVICE IN THE WORLD l= 1®@ 
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the busier you are... 
the more you'll like 


LAWRENCE! |: 
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EDWA 
... because saving your time 
is such an important SNL 
. . e WARD 
ingredient of our service M 
D 
Most employment agencies do a lot of talking about GREGO 
their screening procedures. We don’t. Our careful 
screening plan speaks for itself... in results. 
Results for our clients because it saves them — 


valuable time and produces the kind of Ex 
high-type, competent personnel they want. s 


Results for us because it is continually 
winning new clients and keeping old ones 
coming back year after year after year. 


May we have the opportunity to prove 
how smoothly it can work for you? 











And, of course, we are 
ACCOUNTANT-STAFFED 
—another advantage 

for you and your clients. 


/neisouuel sewice agents 


120 W. 42nd Street, New York, N.Y. 


FOR OVER 15 YEARS, SERVING THE ACCOUNTANT 
AND HIS CLIENTS IN THE PLACEMENT OF PERSONNEL IN 
THE ACCOUNTING, BOOKKEEPING AND OFFICE PERSONNEL FIELDS 


Call Mr. Daniel Roberts at 
BRyant 9-3040 
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Accounting News And Trends 


CLIENT REFERRAL SERVICE 

In a letter to members, the President 
of The Colorado Society of CPAs out- 
lines a novel approach to the prob- 
lem of how the Society can help bring 
individual CPAs and _ prospective 
clients together. The letter points out 
that much of the public relations work 
of the Society is directed toward get- 
ting business men to seek the help of 
CPAs when confronted with any one 
of a variety of business problems. As 
a result of this publicity, some business 
men have called the Society requesting 
to be put in touch with a CPA. The 
letter proposed that such a business 
man be put in touch with a “Society 
Referral Service” where he will be 
referred to a particular CPA. It is pro- 
posed that this Referral! Service oper- 
ate under the following rules: 

For the CPA 

1. He must be a member of The 
Colorado Society and be engaged in 
full-time public practice. 

2. He must agree to charge no 
Is MN OM cs ainvondacdavsnsncnacnnssesnns for 
the first consultation up to one-half 
hour. 

3. He must personally interview all 
clients referred or return such cases to 
the CPA Referral Service promptly 
for re-referral. 

4. He must accept all referrals gra- 





Accounting News and Trends is conducted 
by CHARLES L. SAVAGE, CPA. He is 
presently serving as a member of our So- 
ciety’s Committee on Membership and is 
active in the National Association of Ac- 
countants. Dr. Savage is professor of ac- 
counting and chairman of the Business 
Administration Division of St. Francis Col- 
lege. He is also professor of taxation at 
the New York Law School. 
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ciously and handle work promptly and 
in a professional manner, bearing jn 
mind that this is a public service of 
the Colorado Society of CPAs. 

For the Clients 

1. He must state his name and ad- 
dress and general nature of his prob- 
lem. 

2. He must verify that no CPA- 
client relationship presently exists. 

3. He must agree to pay .......... 
for the first consultation up to one- 
half hour and understand that fees 
for further services are to be arranged 
by client and CPA on a usual basis. 

For the Referral Service 

1. Once a year a registration card 
shall be mailed to each CPA in the 
Society and those interested shall com- 
plete the card and return it. 

2. The Society office will talk to 
the client who calls and then select 
the first card in the file and refer the 
case to that CPA. The CPA will be 
notified and his card will then be 
placed in back of the file. 

3. If the client referred does nol 
keep his appointment, the CPA shal 
notify the Society office and his card 


shall then be placed at the front 0! 


the file again. 

4. This manner of strict rotation 
shall be followed in all cases unless 
the client, without solicitation, insists 
on a CPA of a particular age, sex, 0! 
geographic location. 


BANK CONFIRMATION PROBLEMS 

An article by W. Gale High, ¢- 
titled “Bank Confirmations—Do’s & 
Don'ts” (The Illinois CPA, Sprit 
1960), points out certain problems 
and shortcomings of the standard cot 
firmation form. This article is a diges! 
of the recommendations contained 1 


a booklet bearing the same title that | 
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WILLIAM J. FRASER, 
JR., CONTROLLER of 
Pic Design Corp. 
PRECISION INSTRUMENTS like 
these are made by Pic Design Corp. 


Bee Sons ae eae 


MODERN EXTERIOR of 
Pic Design Corporation, 


THIS NATIONAL SYSTEM paid for itself in less than fifteen months. 


“Our G@ational Accounting System 
saves us *11,000 a year... 


: 29 
returns 87% annually on investment! 
—Pic Design Corporation, East Rockaway, N.Y. 
“The results provided by our National Accounting System have been most Your business, too, can benefit from 





rewarding,'' writes William J. Fraser, Jr., Controller of Pic Design Corpora- the many time- and money-saving fea- 

tion, subsidiary to Benrus Watch Company. tures of a National System. Nationals 

‘Since installing this modern National System, we have realized new pay for themselves quickly through 

speed, accuracy, and efficiency in our record keeping. Our National ‘32' savings, then continue to return a reg- 

swiftly handles Sales, Cash Receipts, Cash Disbursements, and Purchases. ular yearly profit. National's world- 

This precise, up-to-date information helps us evaluate sales, costs, and wide service organization will protect 
inventories far more effectively than before. We also use a National ‘34' _ this profit. Ask us about the National 


for compiling our payroll. Like the National ‘32’, its speed and accuracy Maintenance Plan. (See the 
save us much valuable accounting time. Another thing, our National System yellow pages of your phone RS 
's extremely reliable. Has eliminated down book.) 


time which was frequent under our former ees i : 
method. eZ ¢ tan 56 : *TRADE MARK REG. U.8. PAT. OFF. 
yng our National Accounting System é ** 
saves us $11,000 o year . . . returns 87% an- ; 
nually on investment."’ . i Controller of Bed 
Pic Design Corporation | ww 


Accounrins MACHINES 
THE NATIONAL CASH REGISTER COMPANY, bayton9,Ohio ADDING MACHINES + CASH REGISTERS 


1039 OFFICES IN 121 COUNTRIES : paren (No Carson Reouinen 
76 YEARS OF HELPING BUSINESS SAVE MONEY wee me ihe. sd = wish! 
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Our 2 Ist Year 


Serving all industries 


- William 
/ Schnuer, 
Class of 
°34 CCNY 
“1 can help you secure 
Dependable 


hard-to-get personnel” 


Our highly skilled staff of 

personnel specialists can 

solve your needs as well as 
your clients’. 


* Public 
Juniors, Semi-seniors, Seniors 


* ‘'nternal 
Treasurers, 
Budget, Cost, 
Auditors 


Comptrollers, Tax 
Chief, Systems 


* Bookkeepers—Office Managers 
Full Charge and Assistants 


For prompt, efficient 
service, call 


BRyant 9-/664 


OD 


EMPLOYMENT AGENCY 


100 West 42nd St. 
New York 36 
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was recently distributed to the Illinois 
Society members. The general com- 
ments not related to the form itself 
include a number of practical sugges. 
tions. 

Advance planning. Advance plan- 
ning of the audit engagement should 
include the confirmation program. 
Banks would prefer, in most cases, 
to have the request on hand before 
the “as of” date. This allows more 
effective scheduling and planning of 
the bank work load. Also, current 
information is much easier to confirm. 

Timely review. Bank confirmations 


-|should be reviewed promptly upon 
-|their receipt by the accounting firms. 


This permits corrections or clarifica- 
tions to be made on a current basis 
while the information is readily avail- 
able. 

Telephone requests. Telephone te- 
quests for confirmation, if made a 
all, are to be followed up with a 
written request. Fortunately, such re- 
quests are not a large percentage of 
the total. The bank must be assured 
that the release of information is av- 
thorized and that the proper person 
receives such information. 

Cut-off bank statement. Requests 
for “cut-off” bank statements in 4 
separate letter are desirable. In most 
banks, these are handled by a different 
section than the confirmation request, 


prevent the omission of a request. 
In their attempts to be of service 
to CPAs through furnishing bank con- 
firmations, bankers have noted a nut 
ber of problems arising from the pres- 
ent bank confirmation forms. 
Account titles. Banks receive mal) 
forms in which the exact name of the 
customer and the account title are 10! 
shown. Depositors frequently have 
several accounts with a bank. Inat- 
curate listing of account titles may 
lead to a reply that, according to bank 
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a separate letter saves time and helps | 
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[llinois | accountants have expressed the opin- 
com- | jon that disclosure of account titles 
itself | defeats, in part, the purpose of their EX ACT, COMPLETE 
ugges- | request. They prefer to ask for “all 
accounts” thus seeking disclosure of ‘a 
- plan. | unrecorded client assets. However, R d 

shoul the bank normally will interpret the ep ro uction 
ogram, | authorization as limited to the capac- 


e 
cases, | ity of the signer. If John Doe signs Service 


before | the confirmation request as Treasurer 


- more | of the XYZ Company, then only ac- 6c 99 
ing of | counts in that company name will be On “BRUNINGS 
current | confirmed. Normally, no search is and “OZALIDS” 
onfirm. | made of the bank records to determine 
nations | beneficial interests, if any, in other ac- By experts on premises 
upon | counts. The location of unrecorded 
firms, | assets could be accomplished by other * 
arifica- | feasible auditing techniques. 
t basis Confirmation as of two dates. Two TAX RETURNS 
- avail- | forms are necessary for bank proces- 
sing if all aauecus is required for WORK SHEETS 
yne re- | two different dates. Where “balance REPORTS 
ade at | only” information is desired for one 
with a | date, the form should clearly so indi- ie 
uch re- | cate. Forms are often received show- 
rage of | ing two “as of” dates with no indica- 
assured | tion of the actual audit date. Unless THERMO-FAX 
is au- | the accountant indicates that “‘bal- MIMEOGRAPHING 
person | ances only” are required for one date, 
records throughout the bank must be MULTILITH 


equests | tchecked in order to complete the 
; ina} entire standard form as of the addi- 
n most | tional date. * 


(Your typing or ours) 





ifferent | Duplicate deposit slips. Banks are 

equest; | "quested to authenticate deposit slips, Accurate and attractive 
d helps | fumish duplicate deposit slips, furnish TYPING 

rest. dates of credits prior to and subse- of 

service | quent to the audit date, and occasion- Accountants’ Reports 


nk con: | ally to permit the public accountant to 
a num- | °Ompare the depositor’s duplicate de- 
re pres- posit slip (authenticated by the bank) 

with the original deposit slip from the 


e many | bank’s records. Apparently, from the Lillian Sapadin 


, of the | Number of requests received, many 


are not | countants believe that each deposit 501 Fifth Avenue, New York 17 
y have | proven by the bank in detail. Actu- (corner of 42nd Street) 


_ Inac- | Ally, this is not so. General procedure , 

os may | ‘sults in a proof of currency and of MUrray Hill 25346 - 27364 
to bank total checks. Therefore, the only con- * Since 1940 

Some | ‘imation a bank can make of a de- 


thoroughly checked. 
Personalized service. 
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A SIGNIFICANT SOURCE OF 
CURRENTLY AVAILABLE 


ACCOUNTING TALENT 


COMPTROLLER—$15,000 

Age 41, CPA 1955. He has held 
down a comptroller’s staff post for 
the past 4 years with a major chemi- 
cal mfr. His responsibilities here 
were at the corporate level having 
mainly to do with planning, organiz- 
ing and coordinating acctg and finan- 
cial policies. 


COST MANAGER—$14,000 


Age 36, this strong executive is com- 
pletely familiar with all of the basic 
cost systems. He is presently cost 
mgr for a leading industrial report- 
ing to top mgmt. 


ASST COMPTROLLER—$12,000 
Age 33, BBA and MBA acctg. He 
is now the asst comptroller for a 
multi plant industrial. His duties are 
on a divisional as well as plant op- 
erational level supervising 240 people. 
BUDGET SUPERVISOR—$12,000 
Age 29. He is presently asst budget 
director for a large mfr. 


TAX ACCOUNTANT—$9,000 
Age 34. Heavy state exp w— oil co. 
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50 Church St., New York 
WoOrth 4-8410 





“Member 
A.M.A. & Natl. Assoc. of Accountants 





Personnel Services; Inc. 


posit, usually, is that of totals. The 
fact that the details on the origind 
and the duplicate deposit slips agree 
is no assurance that the items liste 
were the actual items received by the 
bank. Many accounts in banks ar 
what are known as “concentration 
accounts.” In such accounts it is dif. 
ficult to locate a deposit without know. 
ing the date of the credit. Inasmuch 
as receipted copies and supporting 
data are sent to the depositor, properly 
authenticated by the bank, prompt and 
accurate certification will be expedited 
if such copies are returned with the 
request for additional information. 

Confirmation of securities. Confit- 
mation of securities held, usually te 
ferred to as “safekeeping,” presents 
recurring difficulties. Although many 
bank customers do have items in safe- 
keeping with the bank, the proportion 
is not such as to warrant inclusion of 
this request as part of the standard 
form. Unless there is specific indica- 
tion of safekeeping, this request should 
be omitted. Here again, the timely 
receipt of the request is important, 
since it is time consuming and di 
ficult to reconstruct the bank record 
for an audit date some time in th 
past. 





STUDENTS AS 
PROFESSIONAL ASSOCIATES 
Indicative of the growing interest i | 
drawing accounting students closer t0 | 
the profession (see also the “Student | 
Associate” item in this department, 
June 1960), is the fact that the 1,50) 
members of Beta Alpha Psi, the hon- 
orary accounting fraternity, are nov 
receiving The CPA, the membership 
bulletin of the AICPA. In the Apt | 
1960 issue of this bulletin, John L | 
Carey welcomes them as readers am 
points out that this is one of the wajs| 
in which these potential CPAs can 
informed as early as possible of wh! | 
the present CPAs are doing and think- 





ing—and what their problems are. | 
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Letters to the Editor 


MUNICIPAL FINANCE AND A 
REQUEST FOR CREDIT 


On behalf of the Division of Business 
Administration and Commerce of Pan 
American College, may I express our 
appreciation for the complimentary 
comments which you carried in the 
“Accounting News and Trends” de- 
partment of The New York Certified 
Public Accountant, in your May 1960 
issue concerning W. E. Tinsley’s paper 
which was presented at our Second 
Annual Accounting and Management 
Conference, and later carried in The 
Texas CPA magazine, January 1960 
issue. The paper was entitled “Are 
Your Financial Reports Costing You 
Money.” 

You will note from the enclosed 
copy of the proceedings of the con- 
ference (held in April 1959) and from 
the enclosed reprint that the editor of 
The Texas CPA magazine inadvert- 
ently omitted to credit the original 
source from which the reprint came. 
We allowed the Texas Society to use 
our plates for reprinting 5,000 copies 
of the Tinsley paper for distribution to 
officials of Texas cities, counties and 
other political subdivisions. The fact 
that the conference, where the paper 
was read, was sponsored by the City 
Officials Association, the local chap- 
ter of the Texas Society of CPAs, and 
the College, was unique. More than 
one hundred city officials, representing 
eighteen South Texas towns and cities, 
and about fifty CPAs were present 
when the paper was presented. 

As a result of this conference the 
City of Edinburg has improved its ac- 
counting and audit work and has re- 
ceived a Certificate of Conformance 
from the Municipal Finance Officers 
Association. Hidalgo County has re- 


ceived a similar certificate, to become 
the first county in Texas to receive such 
a certificate. The County Auditor, 
Robert McLeaish, Jr., is a member of 
the local CPA chapter which sponsored 
the conference. The mayor of Edin- 
burg, Honorable Joe Davis, has stated 
that the conference made it possible for 
the city to win the coveted certificate, 
which he feels will enable the city to 
save money on future bond issues. 

It will be appreciated if you will 
mention the source of Mr. Tinsley’s 
paper in an early issue of your maga- 
zine. 

ROBERT S. SEE 

Director, Division of Business 
Administration and Commerce, 
Pan American College 

Edinburg, Texas 


A UNIFORM PLAN 
ON CONTINUITY OF PRACTICE 


The members of our State Society 
may be interested to know the present 
status of our efforts to provide profes- 
sional guidance to those who are ten 
porarily incapacitated and to the estates 
of deceased members. 

Recently, the Executive Committee 
of our Board of Directors approved a 
uniform plan to guide the various 
chapter committees on continuity of 
practice or on emergency assistance. 
We now will turn our attention to the 
preparation of working rules and regu- 
lations under the uniform plan; to the 
preparation of a plan for the not 
chapter down-state area; and to the 
preparation of a series of educationd 
articles. These articles will be designed 
to acquaint our members with the vatr 
ous problems which may be encoul- 
tered in the event of an illness or 4 
death so that they may be encouraged 
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How to EXPAND 
Clerical Controls 
Without EXPENDING 








for 
Extra Facilities 
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STATISTICA 


TABULATING CORPORATION 


Established 1933 


TABULATING + COMPUTING - CALCULATING 
TYPING « TEMPORARY OFFICE PERSONNEL 










Today, there’s no reason for any of 
your clients to pass up the speed, 
savings and accurate business controls 
made possible by clerical automation. 


STATISTICAL’s low-cost data- 
processing service makes the advantages 
of automatic techniques available to 
any company—large or small. 


If your clients have no tabulating 
equipment, STATISTICAL provides 
the methods, manpower and machines 
for processing reports on a pay-as-used 
basis. This gives management all the 
benefits of electronic data-processing 
without the expense of installing more 
equipment and hiring extra help. 


For clients with tab departments, 
STATISTICAL can help save time and 
money on overloads and special 
assignments, and supply computer 
service to tie in with conventional 
equipment for still greater economies. 
This computer service is also available 
for initial programming, for overloads 
or for continuing work that does not 
warrant a private installation. 








Ask for brochures covering 
these specific services: 

Computer Service 

Sales Analysis 

Inventories 

Accounts Receivable and Payable 

General Accounting 

Production Planning 

Payroll 

Insurance Accounting 

Association Statistics 

Market Research Tabulations 


+ + + + H HH H FH 








Just write or phone 
Digby 9-2424 


100 Church Street, New York 7, N.Y. 
Phone: Digby 9-2424 


CHICAGO +» NEW YORK - 
KANSAS CITY - 


ST. LOUIS + NEWARK + 


CLEVELAND + 
SAN FRANCISCO «+ PALO ALTO + 


LOS ANGELES + VAN NUYS 
MILWAUKEE «+ PHILADELPHIA 


SAN JOSE 
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The 
Accountants 


& Auditors 
Agency 


a professional 
employment service 
for accountants— 


by accountants— 
directed by a C. P. A. 


The 
Accountants 


& Auditors 
Agency 


exclusively or 
public acco tanis 
private accountants 
office managers & 
bookkeepers 


The 
Accountants 


& Auditors 
Agency 


15 east 40th street 
new york 16, n. y. 
murray hill 3-0290 





to do as much advance planning as 
possible. 

Meanwhile, our Committee on Con- 
tinuity of Practice continues to furnish 
to the estates of deceased practitioners 
such advisory guidance as has been 
requested. It is our hope that the in- 
fluence of our Committee will continue 
to grow so that emergency assistance 
may be provided on an advanced pro- 
fessional basis. This, we believe, is 
both in the public interest and in the 
interest of widows and other depend- 
ents of deceased practitioners. 

We hope to have more to report be- 
fore the close of this calendar year. 

ALBERT KRAUTER, CPA 
Chairman, Committee on 
Continuity of Practice 
New York, N. Y. 


QUESTIONS AND ANSWERS 
ON AUDITING PROCEDURE 


You may wish to publish a summary 
of certain of the matters discussed at 








SMALL BUSINESS 
ADMINISTRATION 
Bulletins 


Our monthly series of Manage- 
ment Aids have met with great 
acceptance among Accountants, 
and we are continually receiving 
many requests for additional copies. 

These Aids have been prepared 
by the Small Business Administra- 
tion and present timely ideas and 
information on many business 
matters of general interest. 

Should you desire any copies, we 
shall be pleased to mail them to 
you regularly (free—of course) as 





another Good-Will service of our 
company. 


Our 25th Year 


Maj ESTICZ hace 


The Company that Builds Business 
175 Fifth Ave. at 23rd St., Flatiron Bldg. N.Y. 10, Hf 
Phone ORegon 4-1200 
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the technical session of April 27, 1960 
sponsored by our Society’s Committee 
on Auditing Procedure. The follow- 
ing questions asked from the floor or 
suggested by the moderator were an- 
swered by a panel of committee mem- 
bers. 

Question. I have several clients for 
whom I prepare interim financial state- 
ments without detailed audit or in- 
dependent verification — and usually 
based on an estimated inventory figure 
or on the basis of an inventory “re- 
quired to break even.” I have not been 
typing these reports on my regular sta- 
tionery, but on plain paper without 
signature, covers, or qualifications. Do 
you approve of this practice? 

Answer. The panel expressed the 
preference that the accountant use his 
report paper or letterhead and clearly 
disclaim an opinion, conforming to the 
requirements of the proposed Rule 19 
of our Society’s Rules of Professional 
Conduct, and to the American Insti- 
tute’s Statement on Auditing Procedure 
No. 23. In support thereof, it was 
maintained that once an accountant 
releases the financial statements to a 
client, he has no control over their use 
and if the client, using the statements 
for credit purposes, represents that 
they were prepared by his accountant, 
the accountant can hardly disclaim this 
fact at a later date. 

Question (asked by a New York 
banker). We occasionally see state- 
ments certified by firms where one or 
more of the partners are a part of the 
active management of the company. 
We believe that the independent ac- 
countant should be truly independent 
and objective, and not closely affili- 
ated with the subject of the audit. 

Answer. Proposed Rule 13 of our 
Society’s Rules of Professional Con- 
duct states: “A member shall not ex- 
Press his opinion on financial state- 
ments of an enterprise if he, a partner 
in his firm, or a member of his im- 





YOUR CLIENT 
DESERVES 
TO KNOW 


That FIRE can put him out of business 


if his bookkeeping records are destroyed. 
That bookkeeping rec- 
ords must be kept in a 
RATED fireproof safe. 
That he gets FULL 
PROTECTION at HALF 
PRICE when he buys 
a late model ATLAS- 
RECONDITIONED 
safe, factory finished 
|| and fully guaranteed. 
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Wholesale Prices to Accountants 
WOrth 6-2760 
ATLAS YORK SAFE CORP. 


475 CANAL ST., N.Y.C. BET. VARICK & HUDSON STS. 
TRADE-INS ACCEPTED. OLD SAFES PURCHASED. 











BLADES & MACAULAY 
INSURANCE ADVISERS 


& 


Complete Surveys of 
Corporate Insurance Affairs 
No Insurance Sold 


744 BROAD ST. NEWARK 2,N. J. 


Established 1926 
MArket 3-7801 
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YOUR INVESTMENTS 
Justin Jacobs 


PETER P. McDERMOTT & CO. 
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DEFERRED 
COMPENSATION 


for owners and key executives 
of closely held corporations 


With considerably more tax safety 
than heretofore, private companies 
now have an opportunity to furnish 
“fringe” benefits which can compete 
with those offered to executives of 
publicly held corporations. 


Internal Revenue Service has just is- 
sued a ruling (RR 60-31, IRB 1960- 
5,17) concerning pay plans which 
shift income and taxes from a current 
to a future basis. This is of prime 
importance to $30,000 and up execu- 
tives because it specifically approves 
some of the methods used to provide 
substantial benefits and ultimate tax 
savings. 


A SPECIAL PLAN 


While IRB will not issue an advance 
decision on an actual case, the ruling 
is favorable to a special plan used 
by this office with excellent results. 
From the corporation standpoint, the 
funding has little or no effect on the 
balance sheet and the after-tax cost 
is usually fully recovered by insur- 
ance. 


For full particulars, write or phone 


LAWRENCE GOULD 


25 West 45th Street, New York 36 
Circle 6-5303 


Employee Benefit Plans 
Executive Pay Plans 
Business Life Insurance 


MUTUAL BENEFIT 


™LAFE verre secure 











mediate family owns or is committed 
to acquire a financial interest in the 
enterprise, or if he or a partner in his 
firm is an employee or director of the 
enterprise, unless he discloses such in- 
terest, employment or directorship in 
his report.” 

Question (asked by a New York 
banker). One of our pet peeves is the 
certification that specifies “it is subject 
to the comments contained in the at- 
tached report” and then the comments 
run on for pages and the reader has to 
evaluate whether the detailed descrip- 
tion of the audit procedures justifies or 
supports the certification; also, state- 
ments which purport to be certified 
with qualifying comments which really 
destroy the apparent certification, such 
as certifications qualified by the state- 
ment that the inventory was submitted 
by the management when the inventory 
is the principal asset, or certifications 
qualified by the comment that the ac- 
countant did not verify the receivables 
or payables. 

Answer. The reply to this question 
related to the American Institute's 
Statement on Auditing Procedure No. 
23, with emphasis on the fact that if 
exceptions or qualifications are sufl- 
ciently material to negate the opinion, 
no opinion should be expressed but 
rather should be specifically disclaimed. 

Question. Should the auditor com- 
plete the form of and sign the certifi 








Save on 
BURROUGHS 
SENSIMATICS 


Rebuilt by factory trained experts 
to A-1 Condition. A one year guar: 
antee. A tremendous saving on the 
cost of a new machine. 


Reliable Service 


Aywon Business Macuines,INc. 
LO 3-0277 and MA 2-2650 (in N. J.) 
1220 Broadway, New York 1, N. ¥: 


—— 














594 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT SEPTEMBER 1960 





sit 
ar 


atl 
bl 
as 
ste 
an 
pr 
spi 


for 


po 


ou: 
Tea 
me 
ver 
the 


sen 
tor 
sho 
enc 


ren 


pag 
Sta 


verl 
of 1 


ing. 


itted 

the 
1 his 
' the 
1 in- 
p in 


Y ork 
s the 
bject 
e at- 
ents 
as to 
crip- 
eS OF 
state- 
tified 
eally 
such 
state- 
litted 
ntory 
tions 
€ ac- 
ables 


>stion 
tute’s 
> No. 
hat if 
sufli- 
inion, 
1 but 
imed. 
com- 
ertifi- 


—— 
—— 


perts 
juar- 
1 the 


INC. 


5.) 
N. Y. 








cate of the bank or credit agency, or is 
it more desirable to submit a report 
which gives the required information, 
but in the CPA’s manner of reporting? 

Answer. The accountant must put 
all qualifications contained in his 
report, on any forms of a bank or 
credit grantor which he is asked to 
sign, If his comments or qualifications 
are too numerous, it may be advisable 
to write, above the accountant’s signa- 
ture on the form, the words “Subject 
to the comments and qualifications con- 
tained in our report dated............ ; 
attached herewith.” Wherever possi- 
ble, a copy of the accountant’s report, 
as originally submitted, should be 
stapled to the agency or bank form 
and referred to thereon, since many 
problems of arrangement of items and 
space for notes or explanations arise 
when trying to conform to a printed 
form of the bank or credit agency. 

Question. A client has the major 
portion of its inventory in the hands 
of dealers on consignment, and at vari- 
ous warehouses; is this a “practical or 
reasonable” exception to the require- 
ment that we must observe the in- 
ventory count to render an opinion on 
the financial statements? 

Answer. The CPA or his repre- 
sentatives should be present at inven- 
tory counts at the larger locations and 
should confirm by direct correspond- 
ence a good cross-section of the dealer 
and warehouse inventories, in order to 
tender an unqualified opinion. (See 
page 22 of AICPA’s Codification of 
Statements on Auditing Procedure.) 


The foregoing is not intended as a 
verbatim account nor does it cover all 
of the matters discussed at the meet- 
ing, 


STEPHEN CHAN, CPA 
(Eisner & Lubin) 
Chairman, Committee on 
Auditing Procedure 

New York, N. Y. 


When your client needs 
FINANCING... 


Phone “‘FIDELITY”’ 


LOWEST RATES on accounts receiv- 
able, non-notification, exact equity re 
funded daily—that’s the story of Fidelity 
Factors, specialists since 1927 in liberal 
loans on accounts receivable. Fidelity 
offers you simplest handling plans. 


Loans on machinery, too. Phone or 


write our Mr. Dworsky ... 


a 


1440 BROADWAY, N. Y. 
LOngacre 5-3908 























63 years of 
leadership in 


property valuation 


Whatever the appraisal need, an American 
Appraisal report provides authoritative in- 
formation...supported by detailed factual 
data...interpreted in accordance with valua- 
tion principles tested by more than half a 
century of experience. 


Since 1896... LEADER IN PROPERTY VALU- 
ATION for Depreciation « Property Control « 
Insurance e Taxes e Corporate Financing 


The AMERICAN 
APPRAISAL 


Company® 


1 Cedar Street, New York 5 
903 Ellicott Square, Buffalo 3 
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Are your clients doing an expanding volume? 


DO THEY NEED MORE WORKING CAPITAL? 


In these days of tightening credit and higher 
taxes your client may need more cash. This 
cash is available in Accounts Receivable, 
which, with our plan of financing, can be as 
liquid as cash. 


Our simple and effective rotating credit 
program can help your client. Complete 
details for such an arrangement can be 
secured by contacting any of the officers in 
our Accounts Receivable Division located at 
our West Hempstead Office, 60 Hempstead CENTRAL QUARTERS 
Ave., West Hempstead, N.Y., the telephone WEST HEMPSTEAD 
number is |Vanhoe 1-9000. 





Help your client help himself 


NO ACCOUNT TOO LARGE 
or 
TOO SMALL 


the 


MAE AIDOW /BROOK 


Vrleteiercics Mm tes1), 
9 SEIS SESS CRRA OS RS CORON 








MEMBER FEDERAL DEPOSIT INSURANCE CORPORATION 
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The Role of the CPA 





in Government Affairs 


Our profession can be justly proud of the active 
role in government affairs played by its members in 
recent years. Currently, Maurice H. Stans is serving as 
Director of the Budget, and our own Society members 
William B. Franke, as Secretary of the Navy, and Joseph 
Campbell, as Comptroller General. In recent years our 
members Percy Brundage and Percy Rappaport served 
as Director and Assistant Director of the Budget, respec- 
tively. Other outstanding examples have been T. Cole- 
man Andrews and Russell B. Harrington as successive 
Commissioners of Internal Revenue, and Abraham D. 
Beame, Director of the Budget for New York City. 

Of equal significance has been the voluntary service 
devoted by numerous leaders of the profession in the 
work of the Hoover Commission and currently in the 
development of accounting policies of such agencies of 
the Federal Government as the SEC, the Small Business 
Administration, and the Internal Revenue Service. 

Similar activities are being demonstrated at the 
State and local level in New York State. For some years 
our Society has had an Advisory Committee to the State 
Comptroller which has been rendering a public service 
in fiscal areas. Our committees have also been of assist- 
ance to the State Tax Commission in both the legislative 
area and the development of tax forms; similarly with 
respect to the New York City Department of Finance. 
We also participated actively in the studies for the re- 
vision of the State’s Constitution. 

Among other governmental departments that have 
benefited from our Society activities have been the State 
Welfare Department in connection with the develop- 
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ment of forms for reports of charitable organizations, the State 
Labor Department in the design of reports by employers and 
labor unions, the State Banking and Insurance Departments in 
legislative areas, and the State Education Department in its 
over-all regulation of the accounting profession. 

These activities are only a beginning. We can and should 
go much further. We are undertaking assistance to such agencies 
as the State Rent Control Commission and New York City 
child care agencies. We should have the same opportunity to 
offer our services in governmental endeavors to improve State 
and municipal tax laws as we have with regard to provisions 
of the Internal Revenue Code. We can do so not only through 
advance review, evaluation and criticism of proposed legislation, 
but also by participation in the development of a legislative 
history through public hearings, and later in the formulation of 
the regulations of the Tax Departments. Such steps are indi- 
cated as a matter of public service in view of the vast tax 
amounts involved, and they should also serve to minimize both 
controversy at the administrative level and litigation. 


New York State and iis numerous municipal, county, town 
and village governments, and its many school districts, are con- 
cerned with billions of dollars in fiscal management. As CPAs 
we should take the initiative to direct the need for our services 
whenever they can be helpful to the public. We should be pre- 
pared to participate in significant financial, budget and tax 
posts where our training and experience are required. Such 
voluntary efforts in the long run should be of substantial bene- 
fit to the public and to our clients in improving the character 
and administration of our State and local governments. They 
should result in a greater dependence and reliance by the public 
and its governmental officials on the services of the CPA. 


BENJAMIN GRUND, 
President 
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When Your Client “Goes Public”: 
An Accountant’s Introduction 
to the Securities Act 


By Lous H. RAPPAPORT, CPA 


For the certified public accountant who is called upon to under- 
take his first SEC engagement, this article provides a basic intro- 
duction to the accountant’s function and responsibilities in cer- 
tifying the financial statements, and to the requirements relating 
to his client’s financial representations, under the Federal Securi- 
ties Act of 1933. The reader is furnished with a step-by-step 
guide which embraces: references to pronouncements and pub- 
lications with which he should be familiar; the registration pro- 
cess; registration forms; auditing and accounting features; rela- 
tionships with lawyers; and other significant phases of an SEC 


engagement. 


Your client has been giving a great 
deal of thought to making a public 
offering of the company’s securities. 
He has carefully weighed the advan- 
tages as well as the disadvantages, and 
has finally decided to make the 
plunge.* And, because you, as his in- 
dependent public accountant, have an 
important role in his objective, he has 
told you of his decision. 

You, on the other hand, have a 
small, general practice and have never 





LOUIS H. RAPPAPORT, CPA, is chairman 
of the Committee on Cooperation with In- 
vestment Bankers and Security Dealers of 
the New York State Society of Certified 
Public Accountants. Mr. Rappaport, who is 
the editor of “Accounting and the SEC,” 
4 monthly department in The New York 
Certified Public Accountant, is a partner 
im the firm of Lybrand, Ross Bros. & 
Montgomery, certified public accountants. 


had occasion to be concerned with the 
laws and procedures relating to the 
sale of securities to the public. Now, 
however, you’ve got to find out what 
it’s all about so that you can do the 
job that’s expected of you. One alter- 
native is to tell your client that this is 
a specialized field about which you 
know very little, and that he might be 
better off in the long run if he em- 
ployed a public accountant with ex- 
perience in this field. Another alter- 
native is to employ someone experi- 
enced in this field to consult with, 
and advise you, throughout the regis- 
tration process. 

You reason, however, that the laws 
and regulations are written in English, 


** For a discussion of the advantages and 
disadvantages involved in going public, see 
The New York Certified Public Accountant, 
May 1960, p. 351. 
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that they probably are no more com- 
plicated than the tax laws and regula- 
tions, and so you decide not to bow 
out of the engagement and not to seek 
help from others. Now you have to 
learn what’s involved and what needs 
to be done insofar as it relates to the 
accountant’s function. The purpose 
of this article is to give you a brief 
run-down on what you need to 
know.* 


TOOLS TO DO THE JOB 

What do you or any other ac- 
countant need to know if the client 
is to be served effectively? First of 
all, the accountant needs to be familiar 
with the securities laws—most of all 
the Federal Securities Act of 1933 
and, to a lesser extent, the state securi- 
ties laws. If the accountant is ex- 
pected to do a creditable job in ex- 
amining and certifying the financial 
statements, he must know what the 
statutes demand of him and what are 
the requirements relating to the is- 
suer’s financial representations. 

The accountant must be familiar 
with the SEC, its rules and regulations, 
and know how the SEC works. The 
accountant must have first-hand 
knowledge of Regulation S-X — the 
Commission’s basic accounting regu- 
lation which sets forth the require- 
ments as to form and content of 
financial statements, the requirements 
as to certification and the qualifications 
of accountants. He must also be fami- 
liar with SEC pronouncements on ac- 
counting and auditing matters set forth 
in the Accounting Series Releases. He 
must have available to him a copy of 
the appropriate registration form being 
filed by his client (Form S-1, for ex- 
ample) and the applicable instructions. 

All of the foregoing may be ob- 
tained from the Washington office of 
the Commission or they may be seen 
in the loose-leaf reference services on 
this subject. 


THE FEDERAL LAW 


The federal law governing the offer. 
ing of securities to the public is the 
Securities Act of 1933, as amended, 
It was one of the earliest New Ded 
laws, and, together with several other 
statutes, is administered by the Secur- 
ties and Exchange Commission (the 
SEC). Some of the other laws ad. 
ministered by the SEC include the 
Securities Exchange Act of 1934, the 
Public Utility Holding Company Act 
of 1935, and the Investment Company 
Act of 1940. 

The 1933 law provides for the regis. 
tration of securities with the Commis. 
sion before they can be sold to the 
public. The Commission has the 
power to exempt from registration 
small offerings, that is, where the ag- 
gregate amount of the offering does 
not exceed $300,000. Offerings under 
this exemption are frequently referred 
to as “Reg. A offerings.” 

The 1933 act is a disclosure statute, 
the disclosure being provided by means 
of a registration statement and a pro- 
spectus each of which contains spec- 
ified financial and other information. 
Offerings under Regulation A fie 
quently—but not always—require an 
“offering circular,” which is not a 
elaborate as a regular prospectus. 

The 1934 act relates to securities 
exchanges and securities listed on ¢x 
changes, over-the-counter markets, and 
the activities of brokers and dealers. 
In this article we shall be concerned 
principally with the 1933 act. If, how- 
ever, your client decides to list on al 
exchange after “going public,” then 
you will also be concerned with th 
1934 act. 


*Ep Note: For a comprehensive treat 
ment of this subject, see “SEC Accounting 
Practice and Procedure,” by Louis H. Rapp 
port, CPA, Ronald Press Co., revised prist 
ing (1959). See especially Appendix A 
which is a bibliography of important liter 
ture in this field. 
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STATE SECURITIES LAWS 


Most of the states also have laws 
governing the sale of securities in those 
states. These laws are called “blue 
sky” laws and vary considerably 
among the various states. 

Many states exempt from the opera- 
tion of their securities laws securities 
which are listed on designated stock 
exchanges and securities which are 
senior to those so listed. Some states 
provide that if the securities in question 
are registered with the SEC, they are 
exempt from registration with the state 
commission. In other states the filing 
with the state commission of a copy 
of the registration statement and pro- 
spectus filed with the SEC fulfills the 
state registration requirements. 

Asa rule, there is very little that the 
acccuntant is expected to do in order 
to help qualify the securities in various 
states once they have been registered 
with the SEC. It is desirable for the 
accountant, however, to discuss this 
point with counsel for the company 
or counsel for the underwriter. Oc- 
casionally, one of the states in which 
the securities are to be sold may have 
an obscure accounting requirement 
which may demand the accountant’s 
assistance. 


THE SEC 


The main office of the SEC is in 
Washington. It also has regional offices 
in several principal cities, including 
New York City. 

The Commission consists of five 
members appointed by the President 
of the United States. One member is 
designated by the President to serve 
as chairman. 

The Commission is assisted by a 
staff of professional employees (con- 
sisting of accountants, lawyers, en- 
gineers, security analysts, and exam- 
iners) and by administrative and cleri- 
cal employees. The staff is organized 
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into a number of divisions and 
“offices.” The public accountant 
whose client is going public will be 
principally concerned with the Division 
of Corporation Finance. 

The' SEC’s job is to examine the 
registration statement and prospectus 
to see that full and accurate disclosure 
is made of all pertinent information, 
so that the prospective investor may 
have a basis for deciding whether or 
not to purchase the securities. The 
SEC does not pass on the merits of 
securities. The Commission is only 
concerned to see that all the material 
facts with respect to a security are 
truthfully told and no material infor- 
mation is withheld. The investor must 
make up his own mind whether to buy 
the security. 


THE REGISTRATION PROCESS 


The preparation of a registration 
statement for filing under the Securities 
Act is almost invariably a combined 
operation. It is a combined operation 
in the sense that representatives of the 
management of the registering com- 
pany, the underwriters, the independ- 
ent public accountants, counsel for the 
company, counsel for the underwriters, 
and sometimes engineers or appraisers 
—all of them have an important role 
in preparing the registration document. 
When the registration statement is 
completed, an executed copy will be 
filed with the SEC. 

The registration statement will be 
reviewed in the Division of Corporation 
Finance. The reviewing group will in- 
clude a lawyer, an accountant and a 
financial analyst, and sometimes other 
experts, such as mining engineers or 
petroleum engineers. The group, work- 
ing individually and collectively, will 
review the registration statement and 
will confer among themselves as to 
their findings. After this review, a 
“letter of comment” will be sent to the 
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registrant setting forth those respects 
in which it appears that the registra- 
tion statement fails to comply with the 
SEC’s rules, regulations and instruc- 
tions and the requirements as to com- 
pleteness demanded by the law. As 
far as the letter relates to accounting 
matters, it will have been reviewed by 
the Chief Accountant of the Division. 
For some time, such letters have also 
been known as “deficiency letters.” 

When the registration document has 
not been carefully prepared, the letter 
of comment may prove to be extremely 
troublesome. On a visit to Washington 
recently, the author was told of a de- 
ficiency letter running to 18 pages, 
all of the comments being matters of 
substance and relating solely to the 
financial section. This certainly does 
not reflect credit on those who had a 
hand in its preparation. In the case 
of a carefully prepared document, how- 
ever, the SEC’s comments are few and 
minor in character. Whether the com- 
ments are few or many, however, they 
cannot be ignored; they must be taken 
care of. If the SEC’s comments are 
well founded and material, the registra- 
tion statement must be appropriately 
amended. 


CORRECTING DEFICIENCIES 


That portion of the SEC’s comments 
relating to the financial statements is 
usually delegated to the issuer’s finan- 
cial and accounting personnel and the 
certifying accountants. Between them 
they usually agree on what, if anything, 
to do about the SEC’s comments 
which are of immediate concern to 
thein. 

If it is decided to comply with the 
Commission’s comments, the question 
remains: How to do it so as to be 
sure of obtaining the staff’s agreement. 
Usually this can be disposed of by a 
telephone call to inform the staff of the 
Commission how the matter in ques- 


tion is to be dealt with in the amend. 
ment which will be filed. 

If, however, it is decided to resist 
the SEC’s suggestions or comments, 
or if the suggestions or comments are 
not clear, a more difficult problem 
arises. Time is important, and the 
issuer and underwriter are often not in 
favor of opposing the SEC’s sugges. 
tions where the matters involved are, 
in their view, not vital. All too often 
issuers comply with those SEC sug- 
gestions which they believe are without 
merit for the sole purpose of having 
the registration become effective so 
that the securities may be sold. 

The great majority of the SEC’s 
comments and suggestions are very 
worthwhile indeed. It would be sur- 
prising if they were otherwise, because 
they represent the views of a battery 
of experts—lawyers, accountants, ana- 
lysts, engineers, and others. Some- 
times, being human, they are wrong, 
or their suggestions are impractical. 
Sometimes their comments may be 
based on a misunderstanding of the 
facts because of inadequate informa- 
tion. When that happens, they should 
be told why they are wrong or in what 
respect their suggestions are impracti- 
cal or based on insufficient informa- 
tion. 

If the matter in question relates to 
the financial data rather than the tex- 
tual matter, it is advisable to have the 





accounting people (the comptroller of | 


the company or the certifying account- 
ant, for example) take the question 
up with the Chief Accountant of the 
Corporation Finance Division. It is 
emphatically not advisable for lawyers 
to discuss accounting matters with the 
SEC, just as accountants should not 
take up legal matters with the SEC. 


EFFECT OF FILING 
AN AMENDMENT 


All amendments to the registration 
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statement are examined by the staff of 
the SEC in the same manner as the 
original registration. If it appears that 
the registration as amended still needs 
work, a further letter of comment will 
be issued. 

Whenever an amendment to a reg- 
istration statement is filed, it has the 
eflect of starting the waiting period 
all over again unless the Commission 
consents to the registrant’s request to 
consider that the amendment is filed 
“now as of then.” This is referred to 
as granting ‘“‘acceleration” to an 
amendment, the granting of which is 
discretionary with the SEC. The power 
to deny acceleration is a potent means 
by which the SEC can impose its will 
in a situation where it might not other- 
wise be able to do so. 


THE PRICE AMENDMENT 


When a registration statement is 
filed, usually there is a meeting of 
minds between the issuer and the 
underwriter as to the type of security 
to be sold. In almost all cases, how- 
ever, the issuer and underwriter have 
not agreed on the price at which the 
securities are to be offered to the pub- 
lic, the underwriter’s discount or com- 
mission, and the proceeds to the issuer. 
Similarly, if the registration statement 
relates to senior securities, there is 
usually no agreement as to the precise 
terms, or the interest or dividend rate. 

While the registration statement and 
the amendment curing the SEC’s de- 
ficiencies are in process of prepara- 
tion, negotiations are conducted lead- 
Ing up to the final underwriting agree- 
ment. At the appropriate time the 
underwriting agreement will be signed 
by the issuer and the underwriters. 
At this time another amendment to the 
registration tatement will be prepared. 
This amendment will fill in the blank 
spaces in previous SEC filings relating 
lo the interest rate, the dividend rate, 


the public offering price, the under- 
writer’s discount or commission, and 
the net proceeds to the company (or 
selling stockholders). This is called 
the “price amendment,” and at the 
time of: its filing the issuer (or selling 
stockholder) and the underwriter cus- 
tomarily request acceleration so that 
the offering may be made promptly. 
The result of this procedure is that the 
waiting period in the registration pro- 
cess, in effect, becomes the negotiating 
period. 


SEC DECLARES 
REGISTRATION EFFECTIVE 


When the staff of the SEC inform 
the Commissioners that they have no 
important reservations with respect to 
the registration statement, the Com- 
mission declares the registration state- 
ment effective. Then—and only then 
—are the issuer and the underwriter 
in a position to proceed with the pro- 
posed sale. Before declaring the reg- 
istration effective, one of the matters 
the Commission will consider is the 
timeliness of the financial statements. 
The statements may have been filed 
within the required period, but because 
of the delays in processing, the state- 
ments may be stale. Especially when 
business in general or the industry in 
particular are in a descending cycle, 
the Commission may call for more re- 
cent statements. There is no hard-and- 
fast rule, however, on this matter. 


REGISTRATION FORMS 


The SEC has promulgated several 
registration forms applicable to differ- 
ent types of issuers. An issuer may 
have a choice of forms depending on 
the type of securities being registered. 
Form S-1 is used for registration of 
securities of all issuers for which no 
other form is authorized or prescribed. 
Since it is the form most often used, 
these remarks will be confined to it. 
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FORM S-1 


Form S-1 consists of two parts. Part 
I contains those items of information 
which must be included in the prospec- 
tus. Part II contains those items which 
need not be included in the prospectus. 

Part I consists of 21 items of infor- 
mation. They deal with such matters 
as a description of the business and 
its development in the last five years, 
a description and location of the prin- 
cipal plants, mines, and physical prop- 
erty, the capital structure, information 
about the securities being registered, 
names of directors and officers, re- 
muneration of directors and officers, 
legal proceedings, and the like. Ac- 
countants are primarily interested in 
Items 6 and 21. Item 6 contains the 
requirements for the summary of earn- 
ings; Item 21 the requirements for 
financial statements. 

Item 21 contains the detailed in- 
structions specifying the financial state- 
ments which must be furnished for the 
registrant, for the registrant and its 
subsidiaries consolidated, for uncon- 
solidated subsidiaries, for so-called 50 
percent owned companies, and for cer- 
tain special situations, such as reor- 
ganizations, successions, and acquisi- 
tions. Item 21 specifies the date as 
of which the balance sheets are to be 
furnished, and the period to be covered 
by the income statements. The item 
also specifies the extent to which the 
statements shall be certified. Item 6 
specifies what is required in respect of 
the summary of earnings, the period 
to be covered, and the information to 
be furnished. 

While Item 21 states what state- 
ments are to be furnished, and the 
period they are to cover or the date 
as of which they are to be furnished, 
the instructions do not specify the 
form or content of such statements. 
For the requirements as to form and 
content of the financial statements, 
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recourse must be had to Regulation 
S-X, the Commission’s basic account. 
ing regulation under practically all of 
the statutes administered by it. 


FLEXIBILITY OF REQUIREMENTS 


In the instructions for financial 
statements in Form S-1, there is also 
a section providing for the filing of 
other statements in certain cases. It 
provides as follows: 

The Commission may upon the request of 
the registrant and where consistent with the 
protection of investors, permit the omission 
of one or more of the statements herein 
required, or the filing in substitution there. 
for of appropriate statements of comparable 
character. The Commission may also re 
quire the filing of other statements in addi- 
tion to, or in substitution for, the statements 
herein required in any case where such 
statements are necessary or appropriate for 
an adequate presentation of the financial 
condition of any person whose financial 
statements are required, or whose statements 
are otherwise necessary for the protection 
of investors. 


As an indication of the flexibility 
permitted by the section quoted above, 
the author recalls a case involving: 
registration by a company which had: 
significant subsidiary. The product 
manufactured by the subsidiary was 
sold principally to the parent company 
for further processing; the production 








of the parent company was sold to 
the public. 

The construction of the subsidiary’ 
plant had been financed principally by 
bonds sold privately to insurance cot 
panies. The indenture securing th 
bonds provided for a pricing formul: 
of the subsidiary’s products that wa | 
calculated to provide the subsidiary 
with funds to pay the interest att | 
principal on its funded debt. The stale 
ments of the parent company lott | 
or of the subsidiary alone were meal 
ingless because they reflected opé 
tions under an arbitrary pricing 4 
rangement. The only financial stalt 
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ments that had any significance were 
the consolidated statements of the 
group. 

The registration statement in this 
case was to be filed by the parent 
company and the proceeds were to be 
used principally to redeem the sub- 
sidiary’s debt. After the registration 
became effective, the only debt to be 
outstanding would be that of the par- 
ent company. The pricing formula 
under the old indenture would be 
eliminated when the related bonds 
were redeemed. The instructions in 
Form S-1, however, called for parent 
company (unconsolidated) statements 
to be filed as well as consolidated 
statements. It seemed that no good 
purpose would be served by filing un- 
consolidated statements of the parent 
company. The question of omitting 
such statements was discussed with the 
staff of the SEC. The staff agreed that 
parent company financial statements 
should be omitted from the proposed 
filing. 

The point to bear in mind is this: 
If you have a case where the SEC’s 
requirements call for a statement or a 
presentation that doesn’t make sense 
to you, talk to the SEC people. If 
you are right, the chances are they 
will agree with you. 


INQUIRIES AS TO REQUIREMENTS; 
THE PRE-FILING CONFERENCE 


The staff of the SEC is available 
for consultation both before and after 
a registration statement is filed with 
the SEC. The Commission urges all 
persons having questions concerning 
its requirements to discuss their prob- 
lems freely with the staff. This can be 
done any way you like: by letter, by 
telephone or in person at the Com- 
mission’s main office in Washington. 

Whenever there are important prob- 
lems that need to be resolved in ad- 
vance of filing, the author strongly 
recommends the pre-filing conference. 


This conference not only enables the 
issuer and his accountant to obtain 
the SEC’s view at an early date with 
regard to a problem, but it also af- 
fords the staff an opportunity to ask 
questions and thereby elicit more back- 
ground information than is usually 
available from bare financial state- 
ments. Experienced practitioners fre- 
quently make use of this procedure; 
they find it not only saves expense in 
the long run but—what may be more 
important—it also saves time. Espe- 
cially where the time schedule for a 
security flotation is tight, the factor 
of time can be an important con- 
sideration. 


REGULATION S-X 


Regulation S-X is the principal ac- 
counting regulation under practically 
every act administered by the Com- 
mission. No public accountant should 
attempt an examination of financial 
statements intended for filing under 
the Securities Act, unless he has at 
hand an up-to-date copy of the regu- 
lation. 

The regulation specifies the items 
of information and degree of detail to 
be set forth in the financial state- 
ments and supporting schedules. It 
provides, for example, that income 
statements must show sales and cost 
of sales. This requirement alone has 
caused many prospective registrants 
to change their minds about filing with 
the SEC, because they are unwilling to 
disclose their percentages of gross 
profits. 

The regulation also contains the re- 
quirements for the accountant’s cer- 
tificate, the rules regarding consoli- 
dated statements, and the required 
notes to financial statements. 

An accountant undertaking an ex- 
amination of financial statements for 
filing under the 1933 Act should have 
knowledge of the requirements of the 
law, the rules and regulations there- 
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under. The accountant should also 
be familiar with the Commission’s 
pronouncements on accounting mat- 
ters. 

To issuers and underwriters desiring 
to have a registration become effec- 
tive at the earliest possible date, it is 
important that the registration as ori- 
ginally filed be free from errors of 
omission or noncompliance. This 
alone is sufficient reason why pub- 
lic accountants should be thoroughly 
familiar with Regulation S-X and with 
the applicable form and instruction 
book. Because it is a basic tool with 
which he must work constantly, the 
accountant must be thoroughly fa- 
miliar with Regulation S-X. In most 
respects the requirements of this regu- 
lation are not much different from 
those of good practice generally; the 
regulation, however, contains certain 
provisions—particularly in the area of 
footnote disclosure — which are not 
presently required by good account- 
ing practice. 





ACCOUNTING PRINCIPLES NOT 
PRESCRIBED BY SEC 


Although the SEC has authority un- 
der the law to prescribe the account- 
ing principles to be followed in finan- 
cial statements filed with it, the Com- 
mission has not, with very few excep- 
tions, invoked its authority to dictate 
how financial statements shall be pre- 
pared. In Regulation S-X, it has set 
forth its requirements as to the form 
and content of financial statements 
filed with it. In its decisions and in 
the Accounting Series Releases, it has 
stated its opinion concerning a limited 
number of accounting principles and 
practices. As to the large body of 
accounting principles underlying the 
preparation of financial statements, 
however, the SEC has for the most 
part been content to rely on generally 
accepted principles of accounting as 
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they exist or develop with the passage 
of time. 

Under generally accepted account. 
ing principles, in some circumstances 
certain profits and losses are included 
in earned surplus. In a filing with the 
SEC, however, these gains and losses 
must be included on the income state- 
ment as special items after the item 
designated as net income. This rep- 
resents a compromise in a dispute 
between the SEC and the accountancy 
profession. The SEC preferred the 
all-inclusive income statement in which 
all items of income and expense recog- 
nized during the period would have 
been included in the income statement. 
The American Institute of CPAs felt 
that the current operating performance 
type of income statement was a more 
useful statement. Thus, a substantial 
profit on sale of a plant may be in- 
cluded in earned surplus in a report 
to shareholders, but in an SEC filing 
the profit must be shown on the in- 
come statement as a special item afer 
net income. 


TAX ACCOUNTING IS NOT 
NECESSARILY GOOD ACCOUNTING 


It seems almost needless to point 
out that tax accounting is not the 
same as generally accepted principles 
of accounting. And yet one of the 
chief difficulties encountered by the 
SEC results from the inclusion in 
registration statements of financial 
statements prepared on a tax basis, 
but certified by public accountants a 
being in conformity with generally ac- 
cepted accounting principles. This | 
may seem ridiculous, but it represents | 
a serious problem to the Commission | 
staff. Financial statements have been | 
filed, for example, in which life it | 
surance premiums were charged 10 | 
surplus for the sole reason that they 
were not deductible for tax purposes. | 
Other statements have been filed with | 
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the SEC in which the current pro- 
vision for federal income taxes was 
also charged to surplus—presumably 
on the basis that, in effect, it repre- 
sented a sharing of profits with the 
Government. 


\UDIT PROCEDURES NOT 
PRESCRIBED BY SEC 

As far as the 1933 Act is concerned, 
the SEC does not prescribe the audit 
procedures to be followed by the in- 
dependent public accountant. The 
Commission has broad powers under 
the law to prescribe the detailed steps 
to be followed by accountants, but, 
for the most part, has been content to 
let the profession make its own rules. 
In its report on the McKesson & Rob- 
bins case the Commission considered 
the desirability of adopting specific 
tules and regulations governing the 
auditing procedures to be performed 
by accountants in certifying financial 
statements for filing with the SEC. In 
view of the steps then taken by the 
profession with respect to confirma- 
tion of receivables and observation of 
inventories, the SEC concluded that, 
for the time being, it would not pre- 
scribe the detailed scope and _ pro- 
cedures to be followed in an audit for 
SEC purposes. 

If the auditor’s examination com- 
plies with the pronouncements of the 
American Institute of CPAs, he need 
have no fear that his audit falls short 
of SEC standards. 


ACCOUNTING SERIES RELEASES 


From time to time, the rules and 
regulations of the SEC are amended 
and new ones are issued. Notices to 
that effect are given in so-called “re- 
leases.” The SEC from time to time 
also publishes in the form of releases, 
opinions of its Chief Accountant re- 
lating to Major accounting questions, 
and certain other material of im- 
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portance to accountants. Public ac- 
countants should familiarize themselves 
with these releases which are pub- 
lished as the Accounting Series. 

In 1938 the Commission issued in 
Accounting Series Release No. 4, a 
statement of its administrative policy 
with respect to financial statements 
which should be read carefully. This 
release is of prime importance. In 
brief, it says that if the statements 
filed with the SEC are based on un- 
supportable accounting principles, dis- 
closure will not correct them. If the 
statements reflect an accounting prin- 
ciple which has been formally dis- 
approved by the SEC, the statements 
will be presumed to be misleading. It 
means that an accountant whose clients 
file financial statements with the SEC 
is charged with a knowledge of the 
SEC’s accounting opinions. 


THE CERTIFICATE 


Not all of the financial statements 
in a registration statement need to be 
certified by independent public ac- 
countants. Most of the statements, 
however, must be so certified. In this 
respect the accountant must consult 
the applicable instructions for finan- 
cial statements to see what statements 
must be furnished and which must be 
certified. 

As to the requirements of the ac- 
countant’s certificate, recourse must be 
had to Rule 2.02 of Regulation S-X. 
Because of its importance, the rule is 
reprinted below: 

Rule 2.02. Accountants’ Certificates. 

(a) Technical requirements. The account- 
ant’s certificate shall be dated, shall be signed 
manually, and shall identify without detailed 
enumeration the financial statements covered 
by the certificate. 

(b) Representations as to the audit. The 
accountant’s certificate (i) shall state 
whether the audit was made in accordance 
with generally accepted auditing standards; 
and (ii) shall designate any auditing pro- 
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cedures generally recognized as normal, or 
deemed necessary by the accountant under 
the circumstances of the particular case, 
which have been omitted, and the reasons 
for their omission. 

Nothing in this rule shall be construed to 
imply authority for the omission of any 
procedure which independent accountants 
would ordinarily employ in the course of an 
audit made for the purpose of expressing 
the opinions required by paragraph (c) of 
this rule. 

(c) Opinions to be expressed. The account- 
ant’s certificate shall state clearly: (i) the 
opinion of the accountant in respect of the 
financial statements covered by the certifi- 
cate and the accounting principles and prac- 
tices reflected therein; (ii) the opinion of 
the accountant as to any material changes 
in accounting principles or practices or 
method of applying the accounting principles 
or practices, or adjustments of the accounts, 
required to be set forth by rule 3.07; and 
(iii) the nature of, and the opinion of the 
accountant as to, any material differences 
between the accounting principles and prac- 
tices reflected in the financial statements and 
those reflected in the accounts after the entry 
of adjustments for the period under review. 

(d) Exceptions. Any matters to which the 
accountant takes exception shall be clearly 
identified, the exception thereto specifically 
and clearly stated, and, to the extent prac- 
ticable, the effect of each such exception on 
the related financial statements given. 

The AICPA has recommended to 
its members the use of a standard 
“short” form of report. The recom- 
mended form of report appears in 
Codification of Statements on Audit- 
ing Procedure issued by the Institute. 
Ordinarily, this form of report will 
comply with SEC requirements as 
stated in Regulation S-X, but those 
requirements must not be lost sight of 
when drafting the certificate. For ex- 
ample, where there is a significant dif- 
ference between the accounting prin- 
ciples and practices reflected in the ac- 
counts and those in the financial state- 
ments, the accountant must so state 
in his certificate and give his opinion 
as to the differences. 
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CERTIFICATION BASED ON 
INADEQUATE EXAMINATIONS 


In a privately-owned company, the 
management may also be the owners 


of the business and, having no re. | 


sponsibility to other owners, they are 
sometimes willing to settle for less 
than a conventional unqualified ac. 
countant’s report if it means a reduc. 
tion in the audit fee. 
may limit the scope of the account 
ant’s examination by asking the ac. 
countants not to observe the taking 
of physical inventories, or not to con- 
firm receivables. 

In the long run, this policy is penny- 
wise, pound-foolish. Management can 
never be absolutely certain of what 
need they may have for fully certi- 
fied financial statements. It is im- 
possible to predict what event or trans- 
action may arise in connection with 
which they should be able to furnish 
conventional certified statements. How 


much better it is to furnish a clean | 


certificate when called upon to do s0, 
rather than explain why a qualified 
certificate is all that is available. Cer- 
tainly, a certificate based on a conver- 


tional examination costs more than one | 


based on a limited examination, but 
the client gets more, too. 

If management decides to register 
with the SEC, the certifying account- 
ant may have a real problem in satis- 
fying himself as to intervening inver- 
tories if his prior examinations have 
been limited in scope. The SEC law 
and regulations call for certified finat- 
cial statements. If the accountant’ 
report contains an important qualifica- 
tion running to inventories, for ¢ 
ample, the SEC may well take the 
position that the statements are no 
certified. 


“KEEPING CURRENT” REVIEW 
Section 11 of the Act sets forth th 


conditions under which the accountat! 
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can be sued for a misstatement or 
omission. Although any technical in- 
terpretation of this section would call 
for analysis by a lawyer, it seems to 
the author that it says, in effect, that 
when it becomes effective, the registra- 
tion statement must be true and there 
must be no material omissions. 

As far as the accountant is con- 
cerned, this means that his job is not 
finished when the registration state- 
ment is filed. It means that after the 
filing and up to the effective date, he 
must take steps to ascertain whether 
anything has happened in the interim 
that materially affects the certified 
statements. The AICPA Committee 
on Auditing Procedure recognized this 
problem, and, in Statement on Audit- 
ing Procedure No. 25, made some 
suggestions for keeping currently in- 
formed. All accountants who practice 
before the SEC should be familiar with 
this Institute pronouncement. 


CONFIDENTIAL TREATMENT 

A question frequently asked is 
whether any of the information re- 
quired by the SEC may be filed in con- 
fidence and not disclosed to the public. 
In general, a registration statement 
is a public record, and anything in 
it is available for public inspection 
when it is filed. There are rules pro- 
viding for the non-disclosure of certain 
contracts, for the omission of infor- 
mation with respect to foreign sub- 
Sidiaries, and classified information. 
With these exceptions, there is no 
provision for confidential treatment of 
information—including financial infor- 
mation. There is nothing to prevent 
a registrant from applying for confi- 
dential treatment of a portion of the 
financial statements. In the author’s 
opinion, the application has little pos- 
sibility of being granted. 


INDEPENDENCE OF ACCOUNTANTS 
So much has been said about ac- 


countants’ independence, that it would 
hardly seem necessary to dwell on 
the subject. And yet, experience dem- 
onstrates that this is a subject that 
must be constantly in mind—and par- 
ticularly so when doing SEC work. 

The SEC did not invent the concept 
of independence, but they certainly 
sharpened it. This is a matter that 
you must consider very carefully at 
the beginning of an SEC engagement. 
If it should be discovered after a 
registration is filed that there are rea- 
sonable grounds to doubt the account- 
ant’s independence, and if the SEC 
should later decide that the accountant 
was not independent, the accountant 
might be accused of torpedoing the 
whole financing. Not only would the 
client be put to the expense of em- 
ploying new auditors, but what may 
be more important, the financing would 
have to be delayed until the new 
auditors had completed their examina- 
tion. 

The author knows of a case where 
the registrant’s accountant owned 40 
percent of a company that owned the 
plant in which the registrant operated. 
In a sense, then, the accountant was 
the registrant’s landlord. It was sug- 
gested to the accountant that he talk 
to the SEC about whether this rela- 
tionship disqualified him. He did as 
suggested, and the SEC ruled that he 
was not independent. The company 
was put to the expense of employing 
new auditors with consequent delay in 
the time schedule. 

In Rule 2.01 of Regulation S-X the 
Commission sets forth its formal re- 
quirements as to accountants’ inde- 
pendence. The rule is as follows: 


(b) The Commission will not recognize 
any ... accountant as independent who is 
not in fact independent. For example, an 
accountant will be considered not inde- 
pendent with respect to any person or any 
of its parents or subsidiaries in whom he 
has, or had during the period of report, any 
direct financial interest or any material in- 


AN ACCOUNTANT’S INTRODUCTION TO THE SECURITIES ACT @ 609 








direct financial interest; or with whom he 
is, or was during such period, connected as 
a promoter, underwriter, voting trustee, 
director, officer or employee. 

(c) In determining whether an accountant 
may in fact be not independent with respect 
to a particular person, the Commission will 
give appropriate consideration to all relevant 
circumstances, including evidence bearing on 
all relationships between the accountant and 
that person or any affiliate thereof, and will 
not confine itself to the relationships existing 
in connection with the filing of reports with 
the Commission. 

The accountant is forbidden to be an 
officer of his client not only at the date 
of making his report but also during 
the period covered by his report. The 
same is true with respect to serving as 
a director, or employee, or in any 
other of the capacities named. The 
same is true with respect to having a 
financial interest in his client. In other 
words, if the accountant had a financial 
interest in his client, he cannot cleanse 
himself for SEC purposes by disposing 
of that interest. The SEC takes the 
position that during the period when 
his independence was a factor, the ac- 
countant was not independent, and so 
he is disqualified with respect to certi- 
fying for that period. 

In addition to Rule 2.01 the SEC 
has made numerous informal rulings 
relating to accountants’ independence. 
A few of these rulings follow; they give 
only an indication of the SEC’s think- 
ing on this question. There have been 
literally hundreds of such rulings.* 

A & B, a firm of CPAs, examined 
and reported upon the financial state- 
ments of XYZ Corporation for the 
years 1955, 1956, and 1957. In 1958, 
B (one of the partners of the firm) 
acquired a substantial interest in his 
client, became a director of the com- 
pany, and an officer of one of the sub- 
sidiaries. Because of his changed status, 
another firm was engaged to audit 


* See, for example, the decisions in SEC Accounting Series Release No. 81 (1958). Se 


and report upon 1958. In 1959, Xyz 
filed a registration statement under the 
1933 Act, and the question was raised 
whether A & B could certify the years 
1955, 1956 and 1957. The SEC ruled 
that A & B could certify those years, 
and demanded only that their certif. 
cate be dated not later than their origi- 
nal certificate covering the latest of 
such years. 

A partner in an accounting firm 
which certified financial statements of a 
company owned 11,000 shares of the 
company. In an apparent effort to 
avoid conflict, an amended financial 
statement was filed which was prepared 
by an employee of the accountant, and 
certified jointly by the employee and 
the firm. The employee received from 
the registrant company a cash payment 
for his services, but had no other 
interest in the registrant. The SEC 
held that the rule requiring accountants 


to be independent would be defeated | 


and evaded if the accountant alone 
were disqualified but his partner or 
employee were not. 

If a partner in an accounting fim 
serves on the board of directors of a 
company but does not participate in 
any way in his firm’s audit of the con- 
pany, would the firm be disqualified’ 
The SEC has taken the position that 
the firm could not be considered inde- 
pendent. 

In a slight variation of the foregoing 
situation, a partner in the accounting 
firm served as a member of a regis 
trant’s board of directors. Another 
partner in the same accounting firm 
conducted the audit of the registrant 
and certified the financial statemenis 
in his own name, not in the firm name. 
The SEC held that the certifying a- 
countant could also not be considered 
independent. 


also the detailed discussion of independence in “SEC Accounting Practice and Proceduté, 


Chapter 16. 


610 @ THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT SEPTEMBER 1960 








XYZ 
er the 
raised 

years 
ruled 
years, 
certifi- 
-Origi- 
est of 


y firm 
ts of a 
of the 
ort to 
ancial 
>pared 
it, and 
e and 
1 from 
1yment 

other 
> SEC 
Intants 
>feated 

alone 
ner or 


ig, firm 


rs of a | 
pate in | 


e COM: 
alified? 
yn that 
d inde- 


regoing 
ounting 
1 regis: 
nother 
ig, firm 
gistrant 
rements 
1 name. 
ing a 
sidered 


58). See 
ycedure, 








The SEC has stressed in several in- 
stances the importance of separating 
the functions of recordkeeping and in- 
dependent auditing. In the Commis- 
sion’s view an accountant may not hold 
himself out as independent in respect 
of financial statements prepared from 
accounting records which he has kept. 
For example, an accounting firm that 
certified the financial statements of a 
company had followed the practice of 
drawing up the monthly journal records 
of the company from underlying docu- 
ments that had been prepared by the 
company’s staff. These journal records 
were posted to the appropriate ledg- 
ers by the certifying accountants. At 
the end of the year the audit engage- 
ment was undertaken by personnel of 
the certifying accountant who were not 
connected with the original recording 
of the accounting data. The Commis- 
sion ruled that the accounting firm was 
not independent. 

Keeping books even on a temporary 
basis may raise a question as to an 
accountant’s independence. In one 
case, members of a firm of account- 
ants set up a registrant’s books and 
maintained them for about six months 
until the registrant engaged a book- 
keeper. The SEC ruled that the ac- 
counting firm could not be considered 
independent with respect to the reg- 
istrant for the year in which the ac- 
countants kept the books. 

Not all SEC rulings on independence 
are adverse to the accountants. The 
author knows of a case where an ac- 
countant’s partner followed the prac- 
tice of personally making the postings 
to the general ledger. The partner did 
not, however, make any entries in the 
books of original entry. In view of all 
the SEC decisions involving record- 
keeping by accountants, it seemed that 
a problem might exist, and so the 
accountants decided to discuss ‘he sit- 
uation with the SEC. The Commis- 
sion ruled that in the circumstances of 
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this particular case, the accounting 
firm was independent, with the under- 
standing, however, that the posting 
practice would be discontinued. 
Family relationships, outside busi- 
ness relationships, indemnity agree- 
ments—all of these may raise a ques- 
tion as to the accountant’s ability to 
certify for SEC purposes. If you have 
these or any other relationships with 
a particular client which raise a ques- 
tion in your own mind concerning your 
independence by SEC standards, the 
only safe thing to do is check the 
rulings to see if a precedent exists for 
your case. If there is no such prece- 
dent, the next thing to do is to take 
it up with the staff of the Commission. 
They may give you an answer that you 
don’t like, but you’re much better off 
knowing it early rather than late. 


THE CONSENT 


The 1933 Act provides that “if any 
accountant . . . is named as having 
prepared or certified any part of the 
registration statement, . . . the written 
consent of such person shall be filed 
with the registration statement.” 

Below is a suggested form of con- 
sent which, with appropriate modifi- 
cations, may be used by the certifying 
accountant: 


We consent to the inclusion of the fol- 
lowing reports in the registration statement 
to be used in registering, under the Securi- 
ties Act of 1933, (title of issue) of (name of 
company): 

C1) GUE TEpOrt dated ..cideiscccsiececsrscs accom- 
panying the financial statements of (name of 
company) and the summary of earnings, 
which are included in the prospectus; 

(2) OUR FEPOLE Gated a....c<sccssescessases accom- 
panying the supporting schedules listed in 
Item 31 of the registration statement; and 

(3) OUP TEPOFt Cate «.<is.5scceccecsccecse accom- 
panying the historical financial information 
listed in Item 31 of the registration state- 
ment. 











We also consent to the references to our 
firm under the captions “Earnings” and 
“Experts” in the prospectus. 

(Name of certifying accountants) 
(City) 


(Date of signing) 


RELATIONSHIPS WITH LAWYERS 
IN SEC WORK 


The preparation of a registration 
statement not only affords a splendid 
opportunity for close cooperation be- 
tween accountants and lawyers; such 
cooperation is a “must.” Although the 
public accountant is concerned pri- 
marily with the financial section of 
the registration document, he does not 
confine himself to the financials. Simi- 
larly, although the lawyer is concerned 
primarily with the narrative section, 
he does not limit himself to the narra- 
tive. Each expert is often in a posi- 
tion to advise and assist the other. 

As far as the accountant is con- 
cerned, there are a number of reasons 
for reading the entire prospectus sec- 
tion of the registration statement. First 
of all, the accountant wants to be sure 
that the representations in the narra- 
tive section do not conflict with the 
representations in the financial section. 
Second, there are few outsiders as 
familiar with the affairs of the com- 
pany as the independent accountant. 
Consequently, he is almost invariably 
able to make helpful and constructive 
suggestions with respect to the infor- 
mation in the narrative section. Third, 


there may be information in the narra. 
tive section of the registration which 
should be cross-referenced in the finan- 
cial section, or vice versa. Fourth, in 
Statement on Auditing Procedure No, 
25, the AICPA Committee on Audit. 
ing Procedure sets forth its views to 
the effect that a reasonable investiga. 
tion would include the reading of the 
full text of the prospectus and review 
of pertinent portions of the rest of the 
registration statement. 

The lawyer’s review of the financial 
section is also helpful in producing a 
good registration statement. First, cer- 
tain information concerns the members 
of both professions—litigation, for ex- 
ample. Similarly, the information in 
notes to the statements may deal with 
restrictions arising out of loan agree- 
ments, indentures, or the company’s 
charter. The statement note is usually 
brief, and the accountant will want to 
be sure that the brief note is satisfac- 
tory to counsel. Second, sometimes the 
financials disclose briefly the provisions 
of certain material contracts. Inas- 
much as the contracts, in all likelihood, 
were drawn up in the first place by 
lawyers, they are the ones most qual 
fied to review and approve the cor 


densed version appearing in the finar- | 


cial notes. The same can be said of the 
notes relating to pension plans, stock 
option plans, and deferred compensi- 
tion plans, with all of which the lawyer 
is very familiar. 
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Pooled investments of 
Nonprofit Organizations 


By ErNEST W. BALDASSARE, CPA 


Many nonprofit organizations have been changing from the 
book-value basis to the market-value basis as a method for 
operating a pool of investments. The author compares the two 
methods as to results which may be achieved and as to their 
relative advantages and disadvantages. Likewise considered are the 
problems involved in changing from book value to market value. 


Authoritative literature on the sub- 
ject of investment management for 
nonprofit organizations encourages the 
use of investment pools rather than 
separate investments for each fund, 
and regards both the book-value and 
the market-value methods as accept- 
able methods for operating the pool. 

We will not attempt to discuss in 
detail the merits of pooling invest- 
ments of funds, or the legal problem 
of whether specific funds may partici- 
pate in an investment pool. The ad- 
vantages of pooling are well known 
and clearly established; the pooling 
concept permits greater diversification 
of investments and minimizes the 
amount of uninvested cash of each 
participating fund. The concept has 
achieved general acceptance for the 





ERNEST W. BALDASSARE, CPA, is past 
chairman of our Society’s Committee on 
Accounting for Nonprofit Organizations. 
Mr. Baldassare is a principal in the firm 
of ae & Sells, certified public account- 
an’ 
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management of investments of funds 
of nonprofit organizations, except for 
those funds whose terms do not per- 
mit the pooling of their assets with 
those of other funds. In the interest 
of brevity, therefore, we will accept 
the concept of pooling, and confine 
our discussion to a comparison, as 
an aid to evaluation by the reader, 
of two concepts for determining dis- 
tribution of pooled investment income 
and of realized and unrealized gains 
and losses. 


COMPARISON OF METHODS 


Under the book-value method 
(which is probably the more widely 
used), each fund participating in the 
pool receives income based on the 
ratio that the principal of the partic- 
ular fund bears to the total principal 
of participating funds and, if with- 
drawn, receives the principal amount 
of the fund and may receive a propor- 
tionate share of realized gains and 
losses. 

Under the market-value method 
(which can be operated very similarly 
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to a common trust fund or a mutual 
investment fund), each fund receives 
income based on the ratio that the 
market value contributed by it bears 
to the total market value and, upon 
withdrawal, receives the principal 
amount of the fund plus or minus a 
proportionate share of realized and 
unrealized gains and losses. 

This method presupposes the estab- 
lishment of a new investment pool 
each time a fund is admitted to the 
pool or each time a withdrawal from 
the pool is made. It requires a mar- 
ket valuation not only of the securi- 
ties to be added to the pool, but also 
of all securities held as investments of 
the pool. This results in unrealized 
gains and losses on securities held as 
investments of the pool being included 
in the formula for distribution of 
income. 

Whether a pool is maintained on 
the market-value or the book-value 
method, the carrying value of the in- 
vestments held as assets of the pool 
should be cost (or market value at 
the date of acquisition if acquired 
other than by purchase). Unrealized 
profits and losses, therefore, would not 
be recognized in the accounts under 
either method, although under the 
market-value method they would be 
used for the purpose of computing on 
memorandum records the participa- 
tion ratios, units, or shares of the 
participating funds. 

Under either method, undistrib- 
uted realized gains and losses on in- 
vestments may be established as a 
principal account so that, among other 
things, the book value of the partici- 
pating funds will remain constant 
while they are invested in the pool. 
Also, under either method, the total 
investment income to be distributed 
to the participating funds may be bud- 
geted in advance, based on forecasts 
of investment income, with the differ- 
ence between the budgeted income and 
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actual investment income being trans. 
ferred to an account which may als 
serve to stabilize the distribution of 
investment income. 


THEORY OF MARKET-VALUE 
METHOD 


Early literature on the subject of 
market-value basis pools described 
the method in terms of weighted ay. 
erages, index numbers, adjustment 
factors, and algebraic formulae. While 
operation of a pool on such basis may 
not have been as complicated as it 
appeared from its description, few 
institutions adopted the method, prob- 
ably because it was so difficult to 
understand and — perhaps more im- 
portant—to explain to donors. Later 
literature—that is, within the past ten 
years—trelates the method to common 
trust fund procedures and has achieved 
a much more “saleable” product in 
that it is more easily understandable 
both to the administrators of the in 
stitutions and to donors. 

The market-value method is based 
on the theory that each fund partic 
pating in the pool is in fact a share 
holder in the pool. All funds in the 
pool are allotted units, as at the incep- 
tion date, at the rate of one ul 
for each dollar (or other specified 





amount) of original contribution 
Thereafter, incoming funds purchas 
new units in the pool at a price deter | 
mined by dividing the total market | 
value of the assets of the pooled funds | 
by the number of units outstanding at | 
the date of the new fund’s admission 
(a procedure similar to the deter: 
nation by a common trust fund o | 
mutual investment fund of the pre 
at which new units or shares are it 
sued). Funds withdrawn from the podl 
receive amounts representing the mat- 
ket value of the units surrender, 
rather than the actual number of do 
lars originally invested in the pod 
It would appear that this is equitabl, 
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since the withdrawing fund, in “sell- 
ing” its units, receives its share of the 
change in market value during the 
period the units were held. As to the 
bookkeeping required on withdrawal, 
the difference between the withdrawal 
value of units surrendered and their 
related book value may be recorded 
in a principal account designated by 
a title such as “Redeemed Units— 
Surplus or Deficit.” For statement 
purposes, this account may be com- 
bined with the account for realized 
gains and losses on investments. 


COMPARISON OF RESULTS 


While the book-value basis is prob- 
ably the one used most widely, inter- 
est in the use of the market-value 
basis has been increasing in recent 
years. One of the main reasons for 
the increased interest is the substan- 
tial rise in the market quotations of 
common stocks in the last decade. 
Many institutions today are in the 
fortunate position of having invest- 
ment portfolios with market values 
well in excess of book values, and 
with substantial amounts of realized 
gains on sales that have not been dis- 
tributed to the participating funds. 


The result is that in a book-value | 


basis pool, an incoming fund gets a 
“free ride” in that it gets the benefit 
of the market appreciation of the past 
several years. For example, assume 
a pool has been in operation for ten 
years and that total book value of the 
funds participating in the pool is 
$1,000,000. Assume also that there 
have been no changes in the funds 
for the full period, that gains on sale 
of investments of $100,000 have been 
realized which have not been distrib- 
uted to the individual participat- 
ing funds, and that today’s market 
Value of the pooled investments is 
$1,500,000. Annual income on the 
pooled investments is $60,000, which 


is 6 percent of book value, or 4 per- 
cent of market. 

Let us suppose that the institution 
receives a $300,000 grant, the income 
of which is to be used for a particular 
purpose. If the new fund is separately 
invested, it will produce income of, 
say, 4 percent or $12,000. If it enters 
a book-value basis pool (and assum- 
ing the pool is not reconstituted at 
today’s market because of materiality 
of the new fund), it will participate 
pro rata with the other funds in in- 
come earned, and also in eventual 
distribution of gains realized prior to 
its entry into the pool. Based on the 
above figures, annual investment in- 
come will now be $72,000 ($60,000+- 
$12,000), of which the new fund will 
be entitled to approximately 23 
percent ($300,000—$1,300,000), or 
$16,500—$4,500 more than if it were 
separately invested. (Income distrib- 
uted to other funds, therefore, would 
be reduced from $60,000 to $55,500.) 

If the new fund enters a market- 
value basis pool, it will receive 2,000 
units, determined as follows: 


Total current market value $1,500,000 
Number of units in pool 


($1,000,000--$100) _...... 10,000 
Price: per Unibes.tescccccexecnses $150 
Units assignable to new 

fund of $300,000 ............ 2,000 


We now have a pool with 12,000 units 
having a book value of $1,300,000 
and market value of $1,800,000. In- 
vestment income of $72,000 would 
be distributed at $6 per unit ($72,000 
12,000 units), which would entitle 
the new fund to $12,000—the same 
as if it were separately invested. 

In an opposite situation, a with- 
drawing fund in a book-value basis 
pool does not get the benefit of mar- 
ket appreciation. Never does it receive 
any portion of unrealized gains and, 
depending on the distribution policy 
of the institution, it may not receive 
its share of realized gains. Using the 
figures from the above example, a 


POOLED INVESTMENTS @ 615 








$100,000 fund withdrawing from the 
pool would receive $100,000 on a 
book-value basis (or $110,000 if the 
policy of the institution is to distribute 
realized gains), but would receive 
$150,000 (1,000 units at $150) in 
a market-value basis pool—again the 
same as it would have received if the 
fund had been separately invested with 
holdings of exactly 10 percent of each 
pooled investment. 


PROBLEMS IN INSTITUTING 
CHANGE 


If an institution should decide to 
change from a book-value basis in- 
vestment pool to a market-value basis 
pool, the most equitable method of al- 
locating units to the participating funds 
would be to compute the units assign- 
able to the funds participating at the 
inception of the pool, based on market 
values at that date (which, at incep- 
tion date, is also book value), and to 
compute units assignable to subse- 
quent additions based on market values 
in the applicable year. Funds partici- 
pating in the pool, therefore, would 
be allotted a number of units deter- 
mined by dividing the principal amount 
of the fund by the “price” of a unit 
in the year the assets of the fund were 
invested in the pool. The price would 
be one dollar (or other specified 
amount) for funds participating at in- 
ception, and, for later additions, a 
price computed as previously outlined. 

If a book-value basis pool has been 
in operation for so long a time that a 
computation going back to its incep- 
tion would be impractical, an alternate 
acceptable method might be to make 
the initial allocation of units as of the 
latest date when market value and 
book value of pooled investments were 
approximately equal. 

There is some sentiment in favor 
of beginning a market-value basis pool 
by allocating units based on market 
values as of the date of change, on 


the theory that past injustices, if any, 
are permanently buried. There may 
be danger in this method, since it re. 
sults in allocating unrealized gain 
pro rata among the participating funds, 
regardless of the length of time they 


participated in the pool. An instity. 


tion should therefore obtain an opin. 
ion of legal counsel, based on a study 
of the terms and restrictions of the 
specific funds participating in the pool, 
as to whether this latter method would 
be in violation of the fiduciary respon. 
sibilities of the institution. 

As to distribution of income, if 
the difference under the two methods 
is material, it would be appropriate to 
confer with legal counsel before de- 
ciding whether retroactive adjustment 
should be made of income previously 
distributed on a book-value basis. It 
is believed that, in most cases, redis- 
tribution of prior years’ income would 
not be considered necessary. 

If a market-value basis pool is 
adopted, valuations subsequent to date 
of adoption should usually be made 
more frequently than annually; a quar- 
terly or, at most, a monthly computa- 
tion would be sufficiently frequent for 
most institutions (as contrasted with a 
twice-daily computation by many in- 
vestment trusts). 


ADVANTAGES AND DISADVANTAGES 


The book-value method has the ad- 
vantage of simplicity; further, where 
changes in the funds participating 
in the pool are not significant, in- 
equities that might result from the use 
of this simplified method are usually 
insignificant. On the other hand, where 
there are significant additions to, of 
withdrawals from, the funds partici- 
pating in the pool (which usually te 
sults when funds both expendable and 
non-expendable as to principal pat- 
ticipate), and where there is a matt- 
rial difference between market value 
and cost of the investments held, the 
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market-value basis generally insures 
a more equitable distribution of in- 
come and of principal when funds are 
withdrawn. 

One of the most frequently voiced 
objections to a market-value basis pool 
is the additional clerical work required 
and the resulting increased cost of op- 
erations. In my experience with insti- 
tutions that have studied the problem 
and decided to make the change, once 
the initial allocation of units has been 
resolved, the additional clerical work 
of maintaining a market-value basis 
pool is negligible. 

A practical, rather than theoretical, 
objection to the market-value method 
results from the fact that in a rising 
market (as illustrated in the example 
above), distribution of income to a 
fund entering an existing book-value 
basis pool is usually higher than it 
would be under the market-value 
method. Administrators of an institu- 
tion, who are appropriately interested 
in attracting additional funds for the 
institution’s use, may therefore prefer 
to offer to new funds the advantage 
of the higher rate of return presently 
resulting from the use of the book- 
value method. 

Critics of the market-value method 
also point out that while the method 
may be equally appropriate for com- 
mon trust funds and for funds of non- 
profit organizations, there are fewer 
instances in which nonprofit organiza- 
tions find the market-value method 
necessary for their purposes, prin- 
cipally because of certain basic differ- 
ences in the composition of the par- 
ticipating funds. They point out that 
every common trust fund must ter- 
minate at some time, but that endow- 
ment funds are established in per- 
petuity, so that withdrawals from an 
endowment fund’s investment pool 
would be rare. Common trust funds’ 
Investment pools must provide for 
current distributions of principal as 


well as of income, while endowment 
funds’ investment pools need provide 
only for current distributions of in- 
come. They also point out that par- 
ticipants in a common trust fund are 
unrelated except as to their invest- 
ment, while participants in a pool of 
a nonprofit organization usually are all 
dedicated to the broad corporate pur- 
poses of the institution. 


FACTORS TO BE CONSIDERED 


Before an institution decides whether 
to change the operation of its invest- 
ment pool from a book-value to a 
market-value method, many factors 
should be considered, among the most 
important of which is the composition 
of the funds presently participating in 
the pool. If a pool is a pure endow- 
ment fund pool, withdrawals would be 
quite infrequent and allocation of un- 
realized gains or losses would be rela- 
tively unimportant. If all of the in- 
come earned by the pool may be used 
for general purposes (or for restricted 
purposes where such income covers 
only a portion of total expenditures 
for such purposes), there may not be 
any significant reasons for making the 
change. On the other hand, where a 
significant portion of the restricted in- 
come of the pool is to be expended 
for purposes that would not normally 
be appropriated from general funds 
(as, for example, for life income bene- 
ficiaries or for specific projects that 
would not otherwise be undertaken), 
a market-value basis might be more 
appropriate. 

Authoritative literature relating to 
investments of universities recommends 
that investments of different fund 
groups—that is, current, loan, endow- 
ment, or plant funds—should not be 
commingled in the same investment 
pool. Institutions following this recom- 
mendation often find, after study of 
the market-value method, that since 
there is relatively little change in the 
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composition of the funds participating 
in the pool, the advantages of a mar- 
ket-value basis pool are not sufficiently 
great to outweigh what is often con- 
sidered to be its principal disadvantage 
additional clerical work, particularly 
at inception. 

Nevertheless, many institutions, in- 
cluding universities, do commingle the 
investments of the fund groups (or 
permit funds temporarily functioning 
as endowment to participate in an en- 
dowment fund’s pool), and this often 
results in material changes in the funds 
participating in the pool. Such insti- 
tutions may find, after appropriate 
study, that the market-value basis pool 
is preferable for their purposes. 





CONCLUSION 


To summarize, distribution of in- 
come and of gains and losses under 
the market-value method cannot be in- 
equitable, while distribution under the 
book-value method may or may not be 
equitable, depending upon the circum- 


stances. Further, even in situations 
where distribution on a_ book-value 
basis is equitable (as, for example, 
where only permanent funds participate 
in the pool and where all income may 
be used for general purposes), the mar- 
ket-value basis pool affords assurance 
of continued equitable distribution in 
the future, should events occur that 
might create an inequity (such as re- 
ceipt of a new fund whose income can 
be used only for a specific purpose), 

For these reasons, if a pool is being 
initiated today, serious consideration 
should be given to the market-value 
basis. However, where a pool has 
been in operation for a number of 
years on a book-value basis (which is 
frequently so), the institution should 
study the situation carefully and should 
usually not change to a market-value 
basis unless the results of the study 
indicate that inequities which may be 
caused by the simplified book-value 
basis are significant. 
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CLARITY IN INTERNAL REPORTING 

One of the most disappointing aspects of present-day reporting is W 

that, although the right information is available, it often is not pre- ne 
sented in a simple, clear, meaningful form which leaves nothing for the 

manager to do but make an evaluation and take action. Either it is im- sti 

possible to interpret a report correctly, or the effort required to do so i 

is prohibitive. .. . 

Clarity is missing because there is the erroneous assumption on the an 
part of many today that the more information management receives the ha 
better off it is. Many reports contain an indigestible amount of informa- mc 
tion in the form of too many columns and irrelevant or excessive de- ‘ 
tail. One of the most common causes of this condition is the attempt apy 
to make a report serve too many purposes. Another is the failure 
to draw the distinction between that information which should appear fai 
in regularly issued reports and that which should be held in reserve for 
special analysis and study. bef 

Co; 
ALEX G. RANKIN, “Making Reports Truly Rul 
Current,” THE CONTROLLER, June 1960 byl: 
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Official Release 


Society Trial Board Decisions 


In recent months the Trial Board of 
the New York State Society of Certi- 
fied Public Accountants has held a 
number of hearings on complaints 
against members for violations of the 
Rules of Professional Conduct. The 
decisions are indicative of the strong 
emphasis being placed on the enforce- 
ment of professional discipline. Names 
and dates have been deleted to pre- 
serve the confidential nature of the 
Trial Board proceedings. The Board 
of Directors in accordance with the 
bylaws and Society policy has ordered 
the publication of these decisions for 
the information of the members. 


CASE NO. 1 


Complaint. A member appeared 
before the Committee on Professional 
Conduct with reference to a complaint 
made by a printing company that he 
had retained certain records and tax 
returns. He agreed to make the docu- 
ments available to the company. It 
was alleged that the promises were 
never carried out. 

Answer. In a letter, the member 
stated that he had made the records 
in his office available to the company 
and that someone from the company 
had gone through the files and re- 
moved certain papers therefrom. 

Trial held. The member did not 
appear and was tried in absentia. 


Decision. Found guilty of having 
failed to comply with promises made 
before the Committee on Professional 
Conduct and by so doing violated the 
Rules of Professional Conduct and the 
bylaws of the Society in that his ac- 


tions are incompatible with the obliga- 
tions and responsibilities imposed by 
his professional status and by his mem- 
bership in the Society. The member 
was suspended from membership for 
a period until such time as he will 
furnish proof that he has fulfilled his 
promises. 
CASE NO. 2 

Complaint. The Committee on Pro- 
fessional Conduct wrote to the member 
on three successive dates informing 
him that a client of his had filed a 
complaint concerning the filing of cer- 
tain tax returns. He did not answer 
any of the letters. 

Answer. The member responded 
that since he had returned all the 
client’s files he did not feel it neces- 
sary to reply to the Society’s first two 
letters and he denied having received 
the registered letter sent to him by the 
Society. He further stated that certain 
of the records requested by his former 
client had been lost as a result of an 
automobile accident. 

Decision. Found guilty of having 
failed to answer two communications 
from the Committee on Professional 
Conduct and thereby violated the 
Rules of Professional Conduct and the 
bylaws of the Society in that his ac- 
tions are incompatible with the obli- 
gations and responsibilities imposed by 
his professional status and by his 
membership in the Society. Suspended 
immediately from membership for a 
period of six months. 

Appeal. The Secretary of the So- 
ciety was served with a notice of 
appeal from the decision. The Board 
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of Directors, after review of the pro- 
ceedings, modified the decision of the 
Trial Board so that the appellant’s 
membership was not suspended. How- 
ever, he was strongly censured for his 
unprofessional conduct in disregarding 
letters from the Committee on Profes- 
sional Conduct. 


____CASE NO. 3 

‘Complaint. A member was asked 
to assist in the preparation of an ap- 
plication for a loan from a govern- 
mental agency. It was alleged that 
he prepared certain statements that 
were false and misleading in that in 
a Comparative Statement of Income, 
Profit and Loss, gross income was 
overstated in a relatively material 
amount and on the Statement of Finan- 
cial Condition an overdraft of a 
substantial sum was not shown and 
real estate was shown at its insurable 
or replacement value rather than at 
cost. It was further alleged that these 
statements were delivered to the lend- 
ing agency in his presence under such 
circumstances as would lead that 
agency to believe that the statements 
were prepared by the member. It was 
alleged that the member wilfully vio- 
lated Rule 1 of the Rules of Profes- 
sional Conduct in that he rendered 
professional services under terms and 
circumstances discreditable to the pro- 
fession. 

Answer. The member responded 
that the completed application for the 
loan with balance sheets and financial 
statements annexed although prepared 
by him were not signed or certified 
to by him but were signed by one of 
the clients. The loan was never ap- 
proved. The member stated that the 
loan agency was aware he had not 
signed the report. He further stated 
that after a hearing before the Com- 
mittee on Grievances of the Univer- 
sity of the State of N. Y., the Board 


of Regents censured and reprimanded 
him. 

Decision. Found guilty as charged 
and censured. Membership in Society 
suspended for two years but such sus- 
pension of membership held in abey- 
ance unless further complaints are 
made against him in the two-year 
period. In case of further misconduct 
the two-year suspension will become 
effective plus any other sentences im- 
posed as a result of subsequent deci- 
sions of the Trial Board. 


CASE NO. 4 


Complaint. A member certified as 
correct to a governmental agency a 
financial statement for a manufactur 
ing company client. A copy of the 
statement was filed also with another 
agency. It was alleged that the state- 
ment failed to include certain assets 
of the company contained in a bank 
account and therefore was false. It 
was alleged that the member committed 
acts discreditable to his profession and 
in violation of Rule 5, Subdivisions 
(a), (b), (c), (d), and (e) of the 
Society’s Rules of Professional Con- 
duct and the bylaws of the Society 
and his actions were incompatible with 
the obligations and responsibilities im- 
posed by his professional status and 
his Society membership. 

Answer. The member denied the al- 
legations and stated further that sim- 
ilar charges were heard before the 
Department of Education and wer 
dismissed. 

Decision. Not guilty of having failed 
to include in a statement of the com 
pany which he certified as correct, 
certain assets contained in a bank a 
count. Not guilty of having certified 
and issued said statement with ful 
knowledge of its falsity and inaccuracy. 
Guilty of having issued and certified 
said statement without properly exall- 
ining the records of the company aid 
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in so doing committed an act dis- 
creditable to his profession. The Trial 
Board therefore censured and repri- 
manded him. 

CASE NO. 5 

Complaint. The Committee on Pro- 
fessional Conduct received a complaint 
from two individuals alleging that 
a member had failed to furnish copies 
of tax returns to them. They were 
former clients. ‘The member was so 
advised by mail and was asked to re- 
spond to the Committee. He failed 
to answer several communications 
from the Committee on Professional 
Conduct. 

Answer. The member claimed that 
illness in his immediate family pre- 
vented his attention to the request to 
furnish his former clients with tax 
return copies. He claimed that the 
client had been informed he could 
have copies on request but that he 
had not requested them until the pe- 
riod when the illness of the member’s 
wife required him to stay at home. 

Trial held. The member did not ap- 
pear and was tried in absentia. 

Decision. Found guilty of failing to 


respond to three requests of the Com- 
mittee on Professional Conduct. Sus- 
pended from membership for a period 
of six months. 


. CASE NO. 6 

Complaint. It was alleged that 
the member wilfully violated Rules 9 
and 10 of the Society’s Rules of Pro- 
fessional Conduct which forbid a 
member from soliciting clients by cir- 
culars or advertisements which were 
not requested and not warranted by 
personal relations, and further forbid 
a member from advertising his profes- 
sional attainments or services or from 
publishing in a newspaper what is 
technically known as a card exceeding 
two columns in width. 

Answer. The member denied having 
authorized the newspaper advertise- 
ment in a format other than that per- 
mitted by the Rules. He did admit 
to the alleged distribution of circulars. 

Decision. Found guilty of soliciting 
clients by the distribution of announce- 
ments to persons with whom he had 
no existing personal or professional 
relation. Suspended from membership 
for a period of three months. 





PORTRAIT OF A CONTROLLER 


He is the man who puts the hard foundation of reality under the 
gossamer fabric of your dreams. He is the corporate conscience and 
the business taskmaster, the engineer who charts the path to profits 
and turns the vision of the good life into the real thing. 

It’s not always a daisy-strewn road that he leads you down, 
but he sees that you get there. When you stumble he picks you up, and 
when you lag he prods you on. Sometimes he pushes you to the limit 
of your endurance. But somehow he gets you there in the end. Come 
to think of it, you need a man like him around. 


What would you do without him? 


DuDLEY E. BROWNE, “Today’s Challenges to 
the Controller,’ THE CONTROLLER, June 1960 
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Second and Concluding Part 


Operations Research Applied 
to Business Problems 


By DaAvip B. HERTZ 


OPERATIONS RESEARCH AND 
COST DETERMINATION 


om to the layman may be a simple 
matter. He may believe that it begins 
and ends when he is told the price of an 
item and makes payment therefor. He 
may not look deeply into what his car 
*‘cost” him or into the real (but possibly 
hidden) costs of operating his car. In 
industrial operation costs are essenti- 
ally operating variables used for pre- 
dictive and control purposes. Some of 
these costs are readily and “‘accurately” 
obtained. The costs of many basic quan- 
tities are difficult to arrive at. Often, 
required operating costs are not even 
directly measurable and can only be in- 
ferred from other cost determinations. 
Furthermore, many costs which can be 
measured can only be established statis- 
tically, since these costs vary consider- 
ably, and repeated measurement yields 
differing results. 

A simple example is the labor cost for 
a certain phase in a manufacturing op- 
eration. In the first place, if there is more 
than one worker performing the opera- 
tion, their rates of pay may not be the 





DAVID B. HERTZ is Principal in charge 
of Operations Research for Arthur Ander- 
sen & Co. He holds a Ph.D. degree from 
Columbia University and has served in 
various executive positions in industry. Dr. 
Hertz has been Associate Professor of 
Industrial Engineering at Columbia Uni- 
versity, and still serves there as Lecturer 
in Operations Research. 
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same. Then, of course, their rates of 
production (or rather, average rates of 
production) may not be the same. Cer- 
tainly, the production rate of the same 
worker varies from day to day, from 
morning to afternoon, and even from 
hour to hour. Again, in batch produc- 
tion, the setup costs differ from time to 
time. Hence, if a producer of 500-foot 
rolls of 30-inch wide XXB paper is asked 
to provide 500-foot rolls of 45-inch wide 
XXB paper, he knows in advance that 
the cost is not likely to be exactly one 
and one-half times the cost of 30-inch 
rolls. He thus may be called on to pre- 
dict the cost of an item with which he is 
familiar, but which he may not have 
made in quite that way before. He must 
have the conviction that he can consis- 
tently produce the “‘same”’ thing at a 
relatively constant unit cost. He must 
also believe that the parameters, which 
enter the formula for this unit cost of 
the item which he has been making, can 
be used to predict the unit cost of a sim- 
ilar item made under somewhat differ- 
ent conditions. One can conjure up an 
interminable number of examples and 
one can discuss at length the varied 
and subtle ramifications of cost measure- 
ment and prediction. For practical use- 
fulness it is best to study some typical 
cases and perhaps distill from the te- 
sults some techniques which may have 
a wide range of applications. 





_ Eb. Note: Part one of this article appeared 
in the August 1960 issue. 


SEPTEMBER 1960 











Part 


es of 
tes of 
. Cer- 
same 
from 
from 
oduc- 
me to 
)-foot 
asked 
1 wide 
> that 
y one 
)-inch 
) pre- 
he is 
have 
must 
onsis- 
rat a 
must 
which 
ost of 
g, can 
a sim- 
differ- 
up an 
s and 
varied 
asure- 
| use- 
ypical 
he re- 
- have 


peared 





EXAMPLES: CORRELATION OF 
LABOR COST WITH PRODUCTION 


The job shop manufacture of metal 
tubes is performed in three major de- 
partments: (1) Hot Bending, (2) Pres- 
sure Welding, and (3) Assembly. These 
three departments account for the major 
part of the direct manufacturing costs 
of the product; raw materials entailed 
in making the product and overhead 
are not included for present discussion. 
Suppose management wishes to estimate 
the cost contributed by each of these 
three departments to the unit manu- 
facturing cost of the product. We may 
examine the historical data of costs 
given in the tables in Figure III, where 
the standard production hours and ac- 
tual payroll expense are shown for each 
department. Can management infer 
from these data unit labor costs for 
other work loads? The data for a num- 
ber of weeks of operation are then 
plotted for each department in terms of 
Payroll Expense versus Output in stand- 
ard labor hours in Figures IV, V and VI. 


Assuming this form of the information 
as valid, can management infer the unit 
cost of labor for this product? 

Perhaps we should first ask how many 
pieces are to be produced weekly and 
then convert that number into the num- 
ber of standard hours required. For ex- 
ample, hot bending 10,000 parts a week 
may require 4,000 standard hours. What 
is the manufacturing payroll expense 
per unit for 10,000 parts per week? In- 
cidentally, a Standard Labor Hour is 
expressed in terms of the number of 
items (in this case the number of hot 
bends performed) specified to be pro- 
duced in an hour at standard rate of pay. 
Some workers can produce at only 90 
percent of the standard rate and yet are 
paid standard pay. Others produce 
above standard and are paid bonus. 
Hence, from day to day and week to 
week the actual expense per standard 
labor hour per worker can vary consid- 
erably. If the workers are learning a new 
job we cannot make accurate predic- 
tions; we must wait until they have 
settled down to steady production. On 






























































FIGURE III 
Cost DATA 
=|= =2= =3> 
Week| HOT BENDING PRESSURE WELDING ASSEMBLY 
PAYROLL | STANDARD |] PAYROLL | STANDARD |] PAYROLL | STANDARD 
EXPENSE | HOURS || EXPENSE} HOURS |] EXPENSE} HOURS 
|i {$s 8250] 2800 |[$6500 | 5000 |[$4000 | 1000 
| 21 10000] 4000 6500 | 5500 || 3200 | 2750 
| 3] 15000/ 5300 8000 | 6000 || 4500 | 2000 
| 4] 20750] 6800 || 8700 | 8500 || 5000 | 1750 
| 5] 20000] 6000 6500 | 7500 |} 2500 | 1000 
6} 22500] 7000 7500 | 6700 || 4500 | 1500 
| 7| 18750] 6300 8700 | 7500 || 3000 | 0750 
| 8} 13750] 5700 7500 | 7200 || 4500 | 1250 
| 9} 22000] 7800 6000 | 6000 || 3750 | 3000 
‘l0| g250[ 2900 6000 | 3000 1500 | 0500 
LHI} =9500| 3700 4000 2500 3000 | 2500 
le} 8750] 2500 || 4000 | 2800 || 4500 | 2000 
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the other hand, we may hope that the 
different variables, individual variation 
in rate of output, variation in defectives, 
equipment break-down, variation in ma- 
terials and material flow will combine 
to produce random variation in the 
number of standard labor hours re- 
quired for a standard operation in a 
given department. In that event, that 
is, if the various aspects of the opera- 
tion in a given department can be ex- 
pressed by stable statistical measure- 
ments, then it may be that the payroll 
expense will vary as a simple linear 
function of standard labor hours of 
production. 

Let us again examine Figure III. 
There is no observed value for 4,000 
standard hours; we try the nearest to 
it, 3,700, for which the cost is $9,500 or 
$2.57 per standard hour. There is also 
a value for 3,000 standard hours, 
$10,000 or $3.33 per standard hour, 
which is quite a difference. But at 2,900 
standard hours the cost is $8,250 or 
$2.84 per standard hour. What is rea- 
sonable for management to do in the 
face of these apparent inconsistencies? 

Let us see if there is real inconsistency 
among these costs or whether the varia- 
tions may be characterized by statistical 
consistency. We will calculate all of the 
hourly costs and give them a hard look. 
First we tabulate: 


STANDARD LABOR Hour Cost 
HoT BENDING 











Standard 
labor 
Weekly Hours hour 
payroll per week cost 
$ 8,750 2,500 $ 3.50 
8,250 2,800 2.95 
8,250 2,900 2.84 
10,000 3,000 3.33 
9,500 3,700 254 
15,000 5,300 2.83 
13,750 5,700 2.41 
20,000 6,000 3.33 
18,750 6,300 2.98 
20,750 6,800 3.05 
22,500 7, Re A 
22,000 7,800 2.82 


Average Standard Labor Hour Cost = $2.985 


Now let us see whether the different 
hourly costs are as inconsistent as they 
seemed before. The average of the 
twelve values is $2.985 per standard la- 
bor hour. Thus, in six of the weeks the 
costs are less than the average, while in 
the remaining five weeks they are equal 
to it or above. This does not seem sta- 
tistically unreasonable. Does this value, 
$2.985, then satisfactorily represent the 
standard labor hour cost? Perhaps not, 
since there are deviations of as mv has 
50 cents. But we may be able toe cess 
the weekly payroll expense as a fi _tion 
of the number of standard labor hours 
of output in a week. The weekly payroll 
expense seems to be proportional to the 
weekly output in standard labor hours, 
as we well might expect. The relation 
between payroll and output also seems 
to be linear, and if we have good tech- 
nical reasons to believe in such a linear 
relation we may try to fit a straight line 
to these data. 


FITTING A STRAIGHT LINE TO DATA 


There are many ways of fitting straight 
lines to data. The method of least 
squares has good practical justification 
—and also good theoretical support. 
In this method, if a variable “x” is 
known accurately and a variable “y” is 
supposed to vary in a random manner 
about a true average determined for each 
x, then there is a systematic way for de- 
termining two constants, ‘‘a” and “b” of 
the elementary algebraic equation of a 
line: 

(1) y=ax+b 

which may be used to represent the ob- 
served values. For each observed paif 
of values (x;, yj), (X2, ¥2), ete., we find 
the corresponding value y; from equa: 
tion (1), for x = x;. Then we subtract 
the latter value from the observed value 
and get a difference, d;. Then we adjust 
a and 5 so as to minimize the sum 0 
the squares of these differences: 


(2) 4 cans + dy 
This will yield two simple algebraic 
equations which we can solve for @ and 
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b, yielding the estimated equation 
of the line. This line is called the 
least squares line because the sum of 
squares in (2) is minimized. For the 
present we will not formally find the 
regression line by the method of 
least squares, but we will take ad- 
vantage of a quick approximation 
technique in order to gain insight 
into the meaning of “‘fitted” straight 
lines. 


As noted above, the data of Table 1, 
Figure III, is plotted in Figure IV. Then 
by inspection we draw a line AB which 
seems best to represent the twelve 
plotted points. We will first find the 
equation of this line and then estimate 
some standard labor hours from this 
line in order to determine how “good” 
it is. We find the coordinates of the two 
selected points A and B and form the 
following table: 


FIGURE IV 
Hot BENDING 
PAYROLL EXPENSE VS OUTPUT IN STANDARD LABOR Hours 
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Standard 

labor hour 

Point x(hours) (cost) cost __ 
A 2,000 $ 5,250 $2.625 
B 8,200 25,000 3.048 


Then substituting these coordinate val- 
ues for xand yiny = ax + Bb, 
we have: 
(3) 5,250 = 2,000a + b 
25,000 = 8,200a + b. 


Solving equations (3) we obtain 


ll 


(4) a = 3.185 

b = — 1,120 
and thus our line AB is represented by 
(5) y = 3.185x — 1,120. 


Thus for a given value of standard la- 
bor hours per week, x, we find the pay- 


7 . y 
roll expense, y. Then solving for — 


ve have 


(6) y 1,120 
: = 3.185 — a = 


y, 
where —~— is the standard labor hour 
es 


cost estimated for a particular number 
of standard labor hours from equation 
(5). Below is a table of values of x, y, 
and the corresponding unit standard 
labor hour cost for selected values of x 
covering the range of observed values 
of weekly output in standard labor 
hours: 
WEEKLY PAYROLL AND 
STANDARD LABOR Hour Cost 


Computed from y = 3.185x — 1,120 


(Observed values in parentheses) 


X ye = 
Hours Standard 
per y= labor 
week Weekly payroll hour cost 


2,500 $ 6,842 ( 8,750) $2.737 (3.50) 


3,000 8,435 (10,000) 2.812 (3.33) 
3,700 10,664 ( 9,500) 2.869 (2.57) 
5,300 16,880 (15,000) 2.984 (2.83) 
6,000 17,990 (20,000) 2.998 (3.33) 


7,000 21,175 (22,500) 3.025 (3.21) 
7,800 23,723 (22,000) 3.043 (2.82) 
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Note that the range of computed 
standard labor hour costs for the ob. 
served range of weekly output, is $2,737 
to $3.043, or 30.6 cents. This variation 
is much less than the $1.09 variation of 
the original data. Even though, or per. 
haps just because, the hourly costs ob. 
tained from the regression line have a 
narrower range of variation, they may 
be used for predictive purposes. In fact, 
these results may provide an incentive to 
management to make costs more con- 
sistent. Certainly, it makes better sense 
to have hourly costs vary in some steady 
manner rather than irregularly and so 
widely as do the observed costs. For ex- 
ample, it would not seem to be good 
business practice to use for estimating 
a unit labor cost of $2.57 in one case 
(expected 3,700 hour weekly output), 
and $3.33 in another estimate (expected 
6,000 hour weekly output). 

The observed weekly payroll expense 
clusters fairly close to the line we have 
drawn and, interestingly enough, the ob- 
served average hourly cost of $2.985 is 
close enough to the average computed 
cost of $2.890. Hence, in cases like the 
present one, a simple regression analysis 
of the costs considered could prove to be 
very valuable for estimating future jobs. 

Another fact may concern us. Look- 
ing at the observed hourly costs, we note 
that they increase with increased weekly 
output. The estimates from equation (6) 
also exhibit a similar trend. This seems 
to be contrary to other production ex 
perience. The facts cannot be denied. 
This increase in hourly cost with load 
may be explained in terms of the peculi- 
arity of this job shop or it may resull 
from uneconomic scheduling, high setup 
costs and too much overtime. In any 
case, the specific nature of the line given 
by equation (6) suggests an examination 
by management of the technical effect: 
iveness of this department’s operations. 
Fitting straight lines (even by inspec 
tion) can indeed provide a useful tool it 
cost determination and analysis. 


ACCOUNTANT SEPTEMBER 1960 





- 


fo" Vat? aim rm 


VASE Siz Vy “PANSDAL 4 


iputed HOW GOOD IS THE “FIT” Let us turn to another problem in 
1e ob- 


32.737 We may ask, how “good” is the “fit”  COSt determination by pr the Hot 
‘iation of the line AB. Do the observed values met a " ' e Pressure 
ion of spread too widely about the line to make he vy 4 “ra ne Bape Ps 
Ir per. it statistically useful to us? We can test igure i’. it may be worthwhile to de- 
ts ob- this by means of “the correlation coef- termine the least squares regression 
ave a ficient” as we shall see when we consider __ lines, y = ax + b, where y represents 
y may costs for the Pressure Welding Depart- _ weekly payroll expense and x represents 
n fact. ment. weekly output in standard labor hours, 
tive to : she iactnataiacia iz 

fess FIGURE V 

sense 
steady PRESSURE WELDING 

nd so PAYROLL EXPENSE vs OuTPUT IN STANDARD LABor Hours 
OF ex- 
good 
nating 








> case 
\tput), 
ected 10,000 t . P. 
pense 
- have 
he ob- 
985 is 
puted 
ce the 
alysis 
to be 
- Jobs. 
Look- 
> note 
eekly 
on (6) 
seems 
Nex: 
nied. 
load 
eculi- 
resull 2000 | 
setup 
1 an) 


given 
: 














WEEKLY PAYROLL EXPENSE -$ 





























ation | 
fect: | rs 

tions. ) 2,000 4,000 6,000 8,000 10,000 
\spec- 
ol in 








QUTPUT IN STANDARD LABOR HOURS PER WEEK 


OPERATIONS RESEARCH APPLIED TO BUSINESS PROBLEMS e@ 627 








this time in terms of the minimization of 
the sum of the squares of the deviations 
of the actual data from the line to be 
determined. It is simpler to work this 
out as follows, letting: 


(7) y=a(x—-x+b 
where x = (x1 + X2 +....-+%n)/N 
and y=(yt+yo2t..-- + Yn) /N 


where the set (x, y,) consists of the ob- 
served paired values of the variables 
represented by x and y. We will not 
present the theory here, but merely the 
formulas for calculating a and b. They 
are 


(8) b=y 
N N 
a=Ym-Du + Yeu- x, 
i=l i=l 
N 


: merely being a shorthand way of 

i=1 
indicating summation for each one of 
the pairs involved (N altogether). 

This formula for a happens not to be 
convenient for computation and can be 
replaced by: 


(9) 4 aca 
a -|Es Ni v5] 
i=1 ” 
= p x? = ve| 
i=1 


First we give the result for the Hot 
Bending Department, as calculated in 
Figure VII: 

(10) y = 2.92 (x — 4,983) + 14,792 

= 2.92x + 242 

If you plot this line on Figure IV, you 
may find it difficult to distinguish the 
least squares line from the line put in by 


inspection. The regression line for the 
Pressure Welding Department costs is: 


y = 0.669x + 2,856 


Comparing Figures IV and V, we note 
that the points for Hot Bending adhere 
much more closely to their fitted line 
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than do the points for Pressure Welding 
to their line. One might say that for 
Pressure Welding the regression line js 
not so good—or so close—a fit to the 
data as is the line for Hot Bending 
There is a statistical measure for this 
closeness of fit; namely, the coefficient 
of linear correlation. This quantity, de. 
signated by r, measures the amount of 
variation of the original points from 
their least squares regression line. Let 
us calculate this quantity, or better, r’ 
for each regression line and compare 
them. 


The results are: 


Hot Bending: 
y = 2.92x + 242; r? = 0.931 


Pressure Welding: 
y = 0.669x + 2,856; r? = 0.742, 


For Hot Bending an r? of 0.931 repre- 
sents rather good linear correlation. 
The value of 0.742 for Pressure Welding 
gives less assurance that this regression 
is useful for predictive purposes (a per- 
fect fit would give an r? = 1.00; anab- 
solute “non-fit,”’ 0). The latter values are 
not as highly correlated as might be de- 
sired and therefore should give manage- 
ment doubts about the accuracy of 
estimates made from the equation. This 


result might initiate an engineering in- | 


vestigation in order to improve the rt- 
lationship between payroll cost and out- 
put in standard labor hours in Pressure 
Welding. It might also be worthwhile to 
check up on the data-gathering proce 
dures. Such a simple analysis, using 
linear regressions and correlations, cat 
assist an industrial organization in tight- 
ening up on both its technical and | 
fiscal controls. 
A more variable case is given it | 
Table 3 of Figure III, for Assembly, 
plotted on Figure VI. There seems to b 
little or no correlation between payrdl 
expense and output. Clearly manage 
ment undertakes a hazardous task whet 
estimating future Assembly jobs. Ost 
does not need to calculate r? to make? | 
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decision about our inability to forecast line approximation—is essential in order 
based on past performance in this de- to give predictive meaningfulness to 
partment. data. With variations in workload, the 
plant represented by these data operates 
on a varying workweek of from 3 to 7 
days. Operating expenses obviously vary 

Figure VIII presents an interesting sit- with the number of days in the work- 
uation where linear regression—straight week. We would like to estimate the 


EXAMPLE OF REGRESSION APPLIED 
TO VARIABLE PRODUCTION SCHEDULE 
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PAYROLL EXPENSE VS OUTPUT IN STANDARD LABOR Hours 
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weekly expense as a function of weekly 
production. Hence, a difficulty arises in 
comparing expenses occurring in weeks 
of differing numbers of workdays. The 
cost data must be obtained, however, 
under conditions as they occur. In Figure 
VIII a number of observations have been 
made at 4, 5, 6 and 7 day operation. 















FIGURE VII 


REGRESSION CALCULATION FORM 


CALCULATION. : REGRESSION LINE za (x -%) +6 
DEPARTMENT: HOT BENDING 





-For a workweek of a given number of 
days there have been observed high and 
low production for the same expense, 
and varying expense for the same load, 
Hence, the cross-hatched region will 
include most of the actual costs. As the 
plant shifts from a seven-day week toa 
six-day week because of load decrease, 











VARIABLES :%=QUTPUT IN STANDARD LABOR HOURS 
y= WEEKLY PAYROLL EXPENSE 
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WEEKLY EXPENSE 


expense drops. But it is possible for ex- 
pense to drop different amounts on dif- 
ferent occasions. The cross-hatched 
area, therefore, represents a region of 
observed actual costs, whose lower 
boundary might approximate a least- 
cost line, and the region above it the 
highest-cost region. 

One may connect the plotted points 
by a broken line or step function, but 
this broken line would not contain the 
right information for cost estimating 
and other purposes. Hence, neither the 
lower boundary nor the broken line 
represents the true situation all the time. 
A better representation is to approxi- 
mate the plotted points with a straight 
line which represents average cost con- 
ditions and is neither too low much of 
the time, nor too high much of the time. 
This linear approximation together with 
the shaded region provides an adequate 
means of estimating weekly expense for 
a given workload, for it indicates the 
number of workdays to be considered 
and the range of expense to be expected. 
The values on the line serve as a good 
estimate—the shaded region as a meas- 
ure of the variability inherent in this 


FIGURE VIII 


STRAIGHT-LINE APPROXIMATION OF 
EXPECTED ACTUAL COSTS 
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estimate—and the actual points as an 
indication of the number of workdays 
which may be economically worked 
under varying conditions. Cost determi- 
nation thus may serve the company’s 
management as a useful tool in achiev- 
ing objectives. 


EFFECT OF ACCURACY OF COSTS 
ON DECISIONS 


Many technical-managerial decisions 
are dependent upon the accuracy of 
certain cost determinations. A well 
known example is found in determining 
economic ordering quantities for pro- 
duction runs, which was discussed in 
our first example. The variable cost 
affected by the ordering quantity can 
be represented as follows: 


Let: 

C, = cost of placing an order—a con- 
stant (cost of paper work, setup 
cost, other fixed costs associated 
with an order). 

C, = carrying cost for a unit of item 
for one year. 

D = yearly demand in number of units 
(note that we do not need here to 
deal with average daily demand). 

Q = number of items per production 


run, order quantity. 


The total variable cost, T. V. C., is given 
by: 


~ — 


: ag 
I] LV... = ae 
(11) i + 


2 
For simplicity, it is assumed that average 
inventory is Q/2, that one never runs 
out of stock and that we are dealing 
here with one item. A minimum of 
T.V.C. can be obtained from equation 
(11) through the use of elementary cal- 
culus as noted previously (by differen- 
tiating the right-hand side with respect 
to Q and setting the result equal to 
zero). This yields: 


(12) £E.0.Q0. = V2(C,/C2) D. 
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This formula is very effective in many 
cases, provided that C, and C, are ac- 
curately determined, and also D. Sup- 
pose we let C,/C, = 3, D = 15,000 
units and C, = 1. We will compute the 
T.V.C. for these values from the formula 
and check this for various order quanti- 
ties, and then for some assumed inaccu- 
racy in the cost data: 





E.0.0. = V2 X 4.5 X 10,000 = 300 
C, D = 45,000 
C2/2 = 0.5 
2 abe cae rie 
50 900 25 $925 
100 450 50 500 
200 225 100 325 
300 150 150 300 
450 100 225 325 
900 50 450 500 


We note, as expected from the £.0.Q. 
formula, that the total variable cost is a 
minimum ($300) at a Q of 300. 


Suppose that, owing to poor estimate 
of demand and erroneous estimation of 
C;, the following values are used: 


C,D = 20,000 
C,/2 = 0.5. 
Then we obtain these results: 

Q CD/Q C.Q/2 T.V.C. 
20 1000 10 1010 
50 400 25 425 
100 200 50 250 
200 100 100 200 
300 66.7 150 216.7 
400 50 200 250 
500 40 250 290 
800 25 * 400 425 
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The minimum is erroneously estimated 
as, 





E.0.0. = 2X 2X 10,000 = 29 


Examination of the table of the cor. 
rect values shows that by erroneously 
using for £.0.Q., 200 units, the actual 
T.V.C. is $325 instead of $300. The dif. 
ference could be a material percentage 
increase in operating cost. Where costs 
are highly variable and where values are 
used uncritically, opportunity exists for 
considerable inaccuracy of data. Statis. 
tical analysis of cost data helps trace 
error. Regression and correlation tech- 
niques are useful in disclosing incon- 
sistencies in such data. 


These examples are illustrations of 
the manner in which systematic, logical 
approaches can be applied to problems 
in any business. Simple as the problems 
considered may seem, the essential in- 
gredients of the scientific approach have 
been included in the analyses of resulting 
costs and revenues. Any such procedures 
require implementation and should bt 
developed in the light of specific circum 
stances in each case. It is only when sys 
tems have been provided to give man 
agement needed information that the 
profits available from these new methods 
can be reaped. 
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Accounting Theory 
and Subsequent Events 


By JosepH A. MAURIELLO, CPA 


Statement on Auditing Procedure No. 25 distinguishes between 
events occurring subsequent to the statement date which may 
require adjustment or annotation of the financial statements, 
and discusses the auditor’s responsibilities for their examina- 
tion and reporting. In this article, the author presents the 
accounting theory and underlying criteria which may be applied 
in determining whether a subsequent event calls for statement 


adjustment or annotation. 


Tue accountant’s responsibility for 
reporting events subsequent to the 
balance sheet date has been effectively 
presented in Statement on Auditing 
Procedure No. 25, issued in October 
1954 by the Committee on Auditing 
Procedure of The American Institute 
of Certified Public Accountants. The 
purpose of this article is to discuss the 
accounting theory applicable to certain 
of the conclusions on reporting and 
disclosure contained in Statement No. 
25. These conclusions, which recog- 
nize that certain subsequent events 
may require either adjustment or anno- 
tation of the financial statements, stem 
from two sources in accounting theory: 

1. Generally accepted principles to 
assure accurate reporting as at the 
balance sheet date and for the period 
ending on that date. 

2. The standard of informative dis- 
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closure which recognizes that the bal- 
ance sheet date is arbitrary, that the 
balance sheet has a forward-looking 
aspect, and that all information should 
be disclosed which is relevant to mean- 
ingful and reliable analysis and in- 
ference. 


APPLICABLE ACCOUNTING PRINCIPLES 


Where the impact of the post-bal- 
ance sheet event or transaction affects 
net income and stockholders’ equity 
retroactively to the period just ended, 
the principles operative to this end are 
the following: 

1. Matching expense with revenue 
for the fiscal period under examination. 

2. Placing losses in the year sus- 
tained. 

Both the foregoing principles re- 
quire that the accountant use the maxi- 
mum information possible in determin- 
ing the proper expense or loss for the 
period and the concurrent effect on 
assets or liabilities at the end of such 
period. Whether such information or- 
iginates within the period or subsequent 
to the period is unimportant when 
viewed from the objective of achieving 
fairness in reporting. 








The following are some examples 
of post-balance sheet information used 
in fairly stating the expense of the prior 
period. 

Uncollectible accounts. Accounts 
proving uncollectible in the following 
period, no matter what the cause of 
uncollectibility or the time of origin 
of the cause, require an allowance for 
bad debts as at the balance sheet date 
for the purpose of (1) assessing ex- 
pense against the revenue recorded in 
the year of sale, and (2) stating the 
accounts receivable at cash realizable 
value. 

Deferred maintenance. Maintenance 
on equipment in the following period 
may be caused by intensive use of the 
equipment in the prior period. This 
deferred maintenance is set up at the 
balance sheet date for the purpose of 
(1) assessing expense against the reve- 
nue previously recorded, and (2) re- 
flecting the current liability, which, 
though not reduced to a contract basis 
at the yearend, is inevitable and there- 
fore requires recognition under the 
going concern convention. 

Examples of post-balance sheet in- 
formation used to register loss as at 
the end of the preceding period include 
the following. 

Sale of fixed assets. This example 
relates to proceeds on sale of fixed 
assets which were segregated for sale 
as at the end of the preceding period. 
The proceeds are the measure of cash 
realizable value at which the asset is 
stated under current assets, and any 
excess of book value over such real- 
izable value is treated as a loss of the 
prior period when the decision to sell 
was made. 

Inventory clearance items. Pro- 
ceeds on sale of inventory clearance 
items measure cash realizable value, 
and hence assure a correct measure- 
ment of loss in the writedown of in- 
ventory from cost to a lower market at 
the balance sheet date. 


Judgment against the company. This 
example relates to a judgment rendered 
after the balance sheet date but stem- 
ming from an event or transaction prior 
to the end of the period. Such judg. 
ment is recorded as a current liability 
as of the balance sheet date and the loss 
is charged to the prior period. 


PROBLEMS IN TREATMENT OF LOSS 


In the examples of loss later pre- 
sented, it is recognized that the objec- 
tive is to place the loss in the period 
sustained. The subsequent act of sale, 
court decision, or other closed event 
merely confirms the pre-existing loss, 

Where the closed transaction takes 
place after the balance sheet date and 
the actual loss proves materially differ- 
ent from the estimated loss recorded 
at the yearend, the adjustment of loss 
should be considered as applicable to 
the next period. Only where the in- 
formation available was_ incorrectly 
used should the adjustment be treated 
as a retroactive correction of the loss 
previously recorded. 

Where the loss stems from manage- 
ment decision, such as in the sale of 
inventory as a job lot, in the sale of 
fixed assets removed from normal use, 
in the sale of subsidiary stock, and in 
the discontinuance of a research pro- 
ject previously treated as an asset, such 
loss is applicable to the period just 
ended only where the decision pro- 
ducing the loss was made prior to the 
end of the period. Where the decision 
is made after the period-end, on the 
basis of newly developed circun- 
stances, the loss cannot be applied 
retroactively to the statement date un- 
less there are other indications of loss 
effective at such date. Examples of 
these indications of loss include re 
duced cash realizable value of inven 
tory salable in the ordinary course of 
business, reduced utility value of fixed 
assets still in normal use, and reduced 
value of subsidiary stock (where cal- 
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ried at cost) representing a permanent 
impairment in value. These evidences 
of loss would have required recogni- 
tion at the balance sheet date; the sub- 
sequent disposal merely aids in ac- 
curately measuring the loss. 

Losses produced by fire, flood, or 
other casualty after the balance sheet 
date cannot be considered as having 
an incidence at the balance sheet date. 
The reason is that the loss and the 
casualty are simultaneous events; the 
economic impact is instantaneous with 
the physical. In the previous examples, 
the economic loss was already present 
at the balance sheet date and subse- 
quent transactions merely confirmed 
the loss and aided in its measurement. 

Some authorities accept the position, 
as previously expressed, that post- 
balance sheet changes resulting from 
forces after the balance sheet date 
cannot have an impact on the prior 
fiscal period. Other authorities feel 
that if the item is operating in charac- 
ter, i.e., inventory, subsequent move- 
ments up to the date of the audit 
report should be considered as appli- 
cable to the prior balance sheet date. 

Losses from valuation of assets pre- 
sume that the lower values are en- 
during over the period of future sale 
or use. Thus, a writedown of inven- 
tory from cost to a lower market, 
when viewed fundamentally in accord- 
ance with the principles stated in Ac- 
counting Research Bulletin No. 43, 
presumes that the market value used 
is related to the cash realizable amount 
over the period that it will take to li- 
quidate the inventory written down. 
Sales in the subsequent period will aid 
in arriving at a proper market, which 
may be at variance from the temporary 
market prevailing at the balance sheet 
date. 

Where market fluctuates greatly, the 
market value at the balance sheet date 
has no particular significance. Import- 
ant is the selection of the value corre- 


sponding to the general level of the 
series of prices after, as well as up to, 
the balance sheet date. Prices after 
such date are taken into account solely 
for the purpose of arriving at a valid 
price at the balance sheet date. Viewed 
in this light, use of post-balance sheet 
prices does not contradict a position 
that price declines after the balance 
sheet date imply losses for the follow- 
ing period. 

A further pertinent point on losses 
is that they must be measurable within 
reasonable limits of accuracy. Disposal 
of assets or other closed event prior 
to the date of the report reduces previ- 
ous estimates to fact. The factual value 
is then imputed retroactively to the 
balance sheet date so long as under 
generally accepted accounting princi- 
ples the loss is assignable to the prior 
fiscal period. In the absence of reliable 
measures of value, whether based on 
post-balance sheet transactions or 
other objective indicators, the loss 
cannot be recorded. The condition of 
loss would be expressed in the form of 
a footnote to the financial statements 
pointing out that (1) the amount of 
loss was not readily determinable, and 
(2) if applicable, such loss in any 
event would not be material in rela- 
tion to the stockholders’ equity in the 
company. 


THE STANDARD OF INFORMATIVE 
DISCLOSURE 


Disclosure of post-balance sheet 
financial information by footnote ap- 
plies to the following types of situa- 
tions. 

1. The item, economically, pertains 
to the prior period but generally ac- 
cepted accounting principles prohibit 
expression in the body of the state- 
ment. This type includes: (a) Losses 
not accurately measurable, discussed 
previously; and (b) Gains on sales of 
assets, which are excluded as at the 
balance sheet date because the doc- 
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trine of conservatism prohibits the tak- 
ing up of profits incident to valuation. 

2. The item, economically, pertains 
to the subsequent period and affects 
the income and stockholders’ equity in 
a degree that will affect the judgment 
of the reader of the statements. Ex- 
amples are significant profits and losses 
on sales of fixed assets and subsidiary 
stock, moving costs, lease termination 
costs, and flood or other casualty losses 
in the subsequent period. 

3. The item is in the form of a spe- 
cific transaction in the subsequent pe- 
riod affecting debt or capital structure, 
as contrasted with profit and loss, and 
by nature has long-run implications. 
Examples are mergers, stock and bond 
issues, and stock and bond redemp- 
tions. 

It can be seen that the footnote is 
used for items which pertain to the 
prior period but which cannot be in- 
cluded in the financial statements be- 
cause of the operation of certain ac- 
counting principles; for items which 
clearly apply to the subsequent period; 
and for items which take the form of 
transactions which are concrete, but 
not creative of profit or loss. 

Accountants have a tendency, with 
respect to the first two categories, to 
cite losses and exclude references to 
gains. This practice has its roots in 
the doctrine of conservatism. There 
is no reason, of course, to exclude 


gains, since material amounts of a fay. 
orable nature are just as important to 
proper statement interpretation a 
amounts which are adverse. 


OMITTED POST-BALANCE SHEET 
INFORMATION 


We have pointed out the types of 
post-balance sheet information which 
are given effect to in the body of the 
statements or by footnote. Finally to 
be considered is information which, 
while significant, is ignored in prepar- 
ing the statements. This information is 
of a general character not subject to 
concrete measurement, and whose dis- 
closure may produce erroneous judg- 
ments. The omission of this informa- 
tion is justified by the accounting dic- 
tum that financial statements must be 
meaningful and helpful to the various 
groups that use them and, where gen- 
eral information is subject to varying 
interpretation, disclosure can only be 
harmful. Accounting is_ essentially 
quantitative and, insofar as_financid 
reporting is concerned, historical in 
character. To inject into the state- 
ments disclosure of general information 
whose final economic effects are im- 
measurable and conjectural is to make 
the accountant a commentator, and 
imposes on him the dangerous tt 
sponsibility of disclosing policy changes 
and economic effects too broad to per- 
mit accurate judgment. 





RESEARCH IN ACCOUNTING 


Research in accounting, as in physical science, works with facts, 
but where physical science looks within the facts to discover the prin- 
ciple, accounting looks to the desired end result and is confronted with 
the necessity of developing, creating and defining principles best suited 
to achieve these ends. And what is the required end result? The end 
result is to express in terms of a common denominator, the whole com- 
plex network of elements which make up a business. In other words, 
the final goal is to provide accommodations for financial reporting 
which are in harmony with the requirements of the rapid developing 


and changing economy of our days. 


HELENE M. A. RAMANAUSKaAS, “The Nature of Research as 


Applied to Accounting,” THE WoMAN CPA, June 1960 
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New York State Tax Forum 


Conducted by PETER ELDER, CPA 


CHANGES IN FEDERAL NET INCOME 


Section 367 of the New York State 
Personal Income Tax Law requires 
that a report shall be filed with the 
Tax Commission stating changes in net 
income arising from an examination of 
a federal income tax return by the In- 
ternal Revenue Service; and that such 
report must be filed within ninety days 
after final determination of such 
change. Regulations Article 571-a re- 
states this requirement, specifies that 
Form IT-115 is to be used in reporting 
changes in net income, and cautions 
that “the notification must be given by 
the taxpayer regardless of whether he 
believes any notification of his tax lia- 
bility under Article 16 of the Tax Law 
will be required.” 

Several inquiries have recently been 
received concerning the necessity of 
complying with the above requirement 
as it relates to changes in federal net 
income for the calendar year 1958 or 
any fiscal year ending in 1959. The 
answer to such inquiries is contained 
in the following ruling issued on Au- 
gust 12, 1959 by the State Tax Com- 
mission: 

“Various inquiries have been re- 
ceived as to whether taxpayers are 
required to report to the State Tax 
Commission notices of changes in fed- 
eral net income for the calendar year 





PETER ELDER, CPA, is chairman of our 
Society's Committee on New York State 
Taxation. Mr. Elder is 2 member of the 
firm of Peat, Marwick, Mitchell & Co. 


1958 or any fiscal year ending in 1959. 

“Chapter 60 of the Laws of 1959 
cancelled the tax imposed by Article 
16 of the Tax Law on the net income 
of individuals for the calendar year 
1958 or any fiscal year ending in 1959 
but provided for the imposition of tax 
thereunder on net capital gain realized 
by individuals during such years. It 
authorized the State Tax Commission 
to require such returns with respect 
thereto as it shall deem necessary or 
appropriate. No change was made with 
respect to the personal income tax im- 
posed on trusts, estates or individuals 
who died during such years, or the un- 
incorporated business tax imposed by 
Article 16-A. 

“Subdivision 2 of Section 367 of the 
Tax Law requires taxpayers to report 
to the State Tax Commission all 
changes in federal net income within 
ninety days. This section is also ap- 
plicable to taxpayers subject to unin- 
corporated business tax (Section 386-j 
of the Tax Law.) 

“In view of the cancellation of tax 
on net income for the calendar year 
1958 or any fiscal year ending in 1959, 
notices of federal changes in net in- 
come for such years are not required 
to be reported to the State Tax Com- 
mission unless the federal change re- 
lates to: 

1. capital gains as defined in Ar- 
ticle 16; 

2. income of an estate, trust or tax- 
payer who died during such years; 

3. income of a taxpayer subject to 
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unincorporated business tax, or 

4. distributive share of a taxpayer 
from a partnership which is subject to 
unincorporated business tax. 

“Despite the foregoing, notice of 
federal change in the net income of 
any partnership which is subject to un- 
incorporated business tax is required 
to be filed with the State Tax Com- 
mission.” 


PROFESSIONAL FEES PAID TO NON- 
RESIDENT EXECUTOR OR TRUSTEE 


Suppose Mr. A, a nonresident of the 
State of New York is: (a) executor 
under a will of a New York decedent; 
(b) trustee of a testamentary trust of 
a New York decedent; and (c) trustee 
under an inter-vivos trust created by a 
New York resident. Assume also that 
Mr. A receives professional fees in 
each of the above capacities. Must he 
report such fees for New York State 
income tax purposes? 

The above questions were consid- 
ered by the State Tax Commission in 
a ruling issued under date of June 10, 
1960. Reference was made to Section 
351 of the Tax Law which imposes a 
tax on nonresidents on income derived 
from New York sources. It was also 
stated that “although in many instances 
the source of commissions paid to a 
nonresident executor or trustee is de- 
pendent on the particular facts, certain 
general principles of law may be ap- 
plied in determining their taxability.” 

As a partial basis for the conclusions 
set forth in the ruling, the Commission 
cited Matter of Carpenter v. Chapman, 
276, App. Div. 634. In that case it 
was held that professional fees paid to 
a nonresident attorney admitted to 
practice in New York were derived 
from New York sources and hence 
taxable in New York, notwithstanding 
the fact that the legal services were 
performed outside of New York. Since 
the petitioner could lawfully hold him- 
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self out as only entitled to practice law 
in the State of New York, services per- 
formed elsewhere were incidental to the 
practice maintained in New York. As 
an analogy the Commission then cited 
the Surrogate’s Court Act to show that 
both executors and trustees of testa- 
mentary trusts are subject to super- 
vision by the Surrogate’s Court which 
has authority to judicially settle their 
final accounts; also, that their com- 
missions are determined under such 
Act. Thus, the Surrogate’s Court Act 
is usually applicable notwithstanding 
the fact that an executor’s authority 
arises from the decedent’s will, since 
he may not exercise such authority 
until permission is granted by the court 
of probate jurisdiction; moreover, as to 
trustees of testamentary trusts, specific 
sections of the Act apply to such trusts. 

Based on the above, answers to 
questions previously presented are as 
follows: 

1. Commissions paid to a nonresi- 
dent executor of the estate of a resident 
decedent, all of whose property was 
located in New York, are deemed to be 
derived from New York sources and 
are, therefore, includible in gross in- 
come of a nonresident executor. 

2. Commissions paid to a nonresi- 
dent trustee under a will of a resident 
decedent, all of whose property was 
located in New York, are deemed to 
be derived from New York sources and 
are, therefore, includible in gross in- 
come of a nonresident testamentary 
trustee. 

In each of the above situations con- 
missions so paid will be considered as 
arising from New York sources evel 
though some or all of the property of 
the estate or testamentary trust is lo- 
cated outside New York. However, 
commissions received in connection 
with ancillary proceedings which art 
instituted in another state are not it- 
cludible in the gross income of a not 
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resident executor or testamentary 
trustee. On the other hand, com- 
missions received by a nonresident 
executor or testamentary trustee in 
connection with ancillary proceedings 
instituted in New York involving the 
estate or a testamentary trust of a 
nonresident decedent, are includible in 
gross income of such nonresident ex- 
ecutor or testamentary trustee. 

3. In the case of an inter-vivos 
trust, the authority of the trustee is 
found in the trust instrument and does 
not arise from permission of the court. 
As a general rule, commissions paid 
in connection with an inter-vivos trust 
are based on the income or corpus of 
the trust and are not dependent upon 
the performance of personal services 
by the trustee. Therefore, the ruling 
indicates that the source of the income 
rather than the place where the services 
are rendered is the important factor in 
determining the taxability of such com- 
missions. If the corpus of the trust 
consists of real or tangible personal 
property located in New York, or the 
income is derived from such property 
or from a business conducted in New 
York, then commissions paid to a non- 
resident trustee based on such corpus 
or income are includible in the gross 
income of the trustee for New York 
State tax purposes. However, it should 
be noted that commissions based on 
intangible personal property, regardless 
of location or on real or personal prop- 
erty located outside of New York, or 
on income of such property, are not 
includible in the gross income of a 
nonresident trustee. 

The above ruling would appear to 
correspond with the theory expressed 
ina ruling of the Income Tax Bureau 
issued January 6, 1934 wherein it was 
stated that “an individual nonresident 
who is a co-committee for an incom- 
petent resident, whose property is man- 
aged in New York and whose estate 


pays fees according to the laws of the 
State of New York, must pay a per- 
sonal income tax without apportion- 
ment.” 


WITHHOLDING ON PERSONAL SERVICE 
COMPENSATION OF CERTAIN NON- 
RESIDENTS 


On June 28, 1960 the State Tax 
Commission promulgated Regulations 
Article 263-a, effective July 1, 1960, 
the purpose of which appears to insure 
collection of tax from nonresidents 
subject to New York personal income 
tax but not formerly subject to with- 
holding provisions. 


Definition of Employee 


Under the regulations the term em- 
ployee includes any nonresident who 
earns compensation for personal serv- 
ices performed in New York State in 
connection with sporting events or in 
connection with the preparation or pre- 
sentation of entertainment, whether as 
a participant, performer or otherwise. 
As used in this article, a nonresident 
earning compensation for personal 
services in connection with a sporting 
event, in addition to the actual partici- 
pants, shall include, but shall not be 
limited to, referees, trainers and jockey 
agents. Furthermore, a nonresident 
earning compensation for personal 
services in connection with the prep- 
aration or presentation of entertain- 
ment shall include, but shall not be 
limited to, actors, singers, musicians, 
dancers, circus performers, writers, di- 
rectors, set designers and any person 
appearing on television or radio, the 
stage, in a night club performance or 
hotel show and any person whose per- 
formance is recorded or filmed. The 
term employee also includes any non- 
resident earning personal service com- 
pensation in the form of a prize or 
award paid in cash or securities. Com- 
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pensation so earned by such nonresi- 
dent is considered wages subject to the 
withholding provisions of Section 366 
of the Tax Law. 


Definition of Employer 


The term employer under this article 
means any individual, corporation, as- 
sociation or partnership or any agent 
thereof, the United States, a state, 
territory or any political subdivision 
thereof or any agency or instrumental- 
ity thereof or any officer, employee or 
agent thereof maintaining an office or 
transacting business within the state 
who has control, receipt, custody, dis- 
posal or payment of compensation tax- 
able under Article 22 and earned by a 
nonresident in the manner described 
above. 

The regulations further state that in 
the case of one earning compensation 
for personal services performed in con- 
nection with the conduct of a boxing, 
sparring or wrestling match or exhibi- 
tion, either as a boxer, wrestler or 
otherwise, his employer, for purposes 
of withholding, shall be the licensee 
licensed by the New York State 
Athletic Commission to conduct the 
boxing, sparring or wrestling match or 
exhibition in connection with which the 
boxer, wrestler or other employee 
under this article is being compensated. 

In the case of one earning compen- 
sation for personal services in connec- 
tion with any other type of sporting 
event or earning compensation for per- 
sonal services in connection with the 
preparation or presentation of enter- 
tainment, generally, his employer for 
purposes of withholding shall be the 
person paying him, or his manager or 
his agent. 

In the case of a winner of an award 
or prize, generally, his employer for 
the purpose of withholding shall be the 
person paying the prize or award to 
him or his agent. 
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Procedure in Connection with 
Withholding of Tax 


Each person, whether a resident or 
nonresident, on or before the date he 
commences performing personal sery- 
ices of the type described above, shall 
file with his employer, as defined here- 
in, a Residential and Exemption Cer- 
tificate, Form IT-2104.2, _ stating 
whether or not he is a resident and, 
if a nonresident, also stating the num- 
ber of withholding exemptions to which 
he is entitled. If a person fails to fur- 
nish such certificate, he shall be con- 
sidered as claiming no withholding 
exemptions and, for purposes of this 
article, as a nonresident subject to 
withholding. 

Withholding shall be at the rate of 
5 percent of the total amount paid 
after deducting the personal exemp- 
tions allowed, except where expenses 
are allowed. Where expenses are al- 
lowed, withholding shall be computed 
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on the net amount after deducting the 
personal exemptions and ordinary and 
necessary expenses allowed, and the 
rate of withholding shall be the tax 
rates provided for in Section 602 of the 
Tax Law. It should be noted that if 
an employee wishes his employer, in 
computing the amount subject to with- 
holding, to allow for ordinary and 
necessary expenses spent or reasonably 
expected to be spent in earning his 
personal service compensation, he shall 
submit to his employer an itemized, 
signed and dated statement of his ordi- 
nary and necessary expenses. The em- 
ployer may allow the amount claimed 
where the expenses are bona fide and 
the amount is reasonable. Where the 
amount claimed is not in excess of 
50 percent of the amount to be paid, 
the employer may accept such ex- 
penses as being bona fide and reason- 
able in the absence of contrary infor- 
mation. Where the amount of expenses 
claimed exceeds 50 percent of the 
amount to be paid, the employer may 
also allow such expenses if they are 
bona fide and reasonable. The em- 
ployer shall preserve the expense state- 
ment submitted so that it is available 
for inspection by the State Tax Com- 
mission. Allowance of expenses for 
purposes of withholding shall have no 
bearing on the right to a deduction for 
such expenses on the income tax re- 
turn filed for the taxable year. 


An employee shall be allowed the 
number of personal exemptions claimed 
on his Residential and Exemption Cer- 
tificate except where he receives com- 
pensation for personal services from 
the same employer more than once in 
the same calendar year. In that case, 
that employer shall not allow exemp- 
tions except where the exemptions 
claimed for the employee’s prior period 
of employment were greater than the 


sum received so that no tax was with- 
held. Where that is so, the employee 
shall have the right to an allowance for 
personal exemptions to the extent of 
his unused exemption or exemptions. 

Every employer required to deduct 
and withhold from an employee a tax 
under this article or who would have 
been required to deduct and withhold 
if the employee had claimed no more 
than one withholding exemption is re- 
quired to furnish a statement on Form 
IT-2102 to each such employee within 
thirty days after the last payment of 
compensation for personal services for 
a period of employment, or by the 15th 
day of February following the close of 
the calendar year, whichever is earlier. 
The statement on Form IT-2102 
should show the amount of total wages 
paid by the employer to the employee 
during that period of employment, the 
amount deducted and withheld as tax, 
and such other information as is re- 
quired on that form. If the employee 
is later rehired by the same employer 
during the calendar year, a separate 
withholding statement on Form IT- 
2102 must be furnished to the em- 
ployee separately covering that period 
of employment. 

An employer shall include the tax 
withheld under this article on Form 
IT-2101, the Employer’s Quarterly 
Return of New York State Personal 
Income Tax Withheld, and file such 
form in accordance with Article 270 of 
the Personal Income Tax Regulations. 
Such employer shall also file the In- 
come Tax Bureau copy (copy no. 4) 
of each Form IT-2102 given an em- 
ployee under this article, together with 
Form IT-2103 (Reconciliation of New 
York State Personal Income Tax With- 
held), in accordance with Article 270 
of the Personal Income Tax Regula- 
tions. 
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Administration of 
A CPA Practice 


Conducted by MAx BLOcK, CPA 


c 
ti 
a 
INTERMEDIATE PERSONAL are introduced. Yet this apparent in. | 
INCOME TAX WORKSHEET crease in time and effort, according to 
Practitioners who prepare large adherents of this procedure, is well |, 
numbers of personal income tax re- justified on these grounds: 
turns are forced to develop mass pro- 1. The time of the more experi- ‘ 


duction procedures to efficiently carry — enced, higher cost staffmen is reduced 
out their responsibility within the — substantially. 

limited time available. One technique 2. A material saving of time and dk 
employed by some practitioners to save expense is achieved as the result of a 
higher echelon time, is a procedure reduction of errors in the preparation Pt 


that sectionalizes the tax return prepa- _ of returns. te 
ration between a preparer and a return 3. The completion of returns by ci 
writer. A more experienced account- younger staffmen is good training and Sc 
ant prepares a worksheet form that is preliminary experience. th 
a skeleton of the tax return, including 4 sh wee eitiie ebabiiiel ste 

: 8 mi 


the tax calculation. It is reviewed for 
accuracy and then passed on to an as- 
sistant who transposes the data on to 
the official tax blank. A brief survey 
of the return is then necessary to as- 


utilization of staff are made possible. tn: 

Worksheets are not prepared for re- 
turns that are obviously very simple or 
Such returns are screened out anda} th, 


sure that the transcription is complete. Signed for “one-shot” preparation. $0) 
This can be made by the return writer ia nein 

himself, in the form of a “second gel 
look” or by the person who will sign A staff manual for each staff mem} 4, 


the return. ber is an aid to the individual, with the 


One obvious drawback is that an some advantages for the firm. Te Ping 
extra form and an additional operation subject has been discussed in this de- tri 





partment on several occasions (9/51, ted 

9/52, 7/53, 9/53, and 1/57), bu 
MAX BLOCK, CPA (N. Y., Pa.), is a Current expressions of interest warratl _ 
former chairman of the Committee on Ad- further reference thereto. se 
ministration of Accountant’s Practice of the First, let us consider what data may tec 
New York State Society of Certified Public be included in a manual. Some cot: qui 
anc 


Accountants. He is a lecturer at the Baruch tain only data pertaining to adminis : 

School of Business and Public Administra- : +s : 101 
tration policies and practices, such @: 

tion of The City College of New York in P P 


the graduate course on Accounting Practice. 1. Facts as to the firm’s policy 0 
Mr. Block is a member of the firm of personal appearance, conduct, and 
Anchin, Block & Anchin. other personal aspects. 
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9. Facts as to vacation allowances, 
overtime, supper money, travel allow- 
ances, and scheduled working hours. 

3. Facts as to the firm’s policy on 
salary adjustments, bonuses, fringe 
benefits, promotion bases, and rela- 
tions with principals. 

4, Facts as to staff assignment me- 
chanics, contact with office, organiza- 
tion structure, time reports, expense 
accounts, payroll periods, and method 
of payment. 

5. Such other information as a firm 
may desire to publicize. 


The manual is helpful to the staff 
member in several respects: 


1. It gives him a feeling of confi- 
dence in the firm, engendered by its 
willingness to publicize its operating 
policies and practices. No man is con- 
tent to speculate about a firm’s poli- 
cies on matters that he considers vital. 
Some are reluctant to inquire for fear 
that their intention may be misunder- 
stood. A fair, straightforward state- 
ment of policy and practices puts a 
man at ease. 

2. The manual is a reference rec- 
ord and it may obviate many questions 
that otherwise would require a per- 
sonal interview. 


3. Though new staff members may 
get some indoctrination, it is not likely 
that they can be told, or retain, all of 
the information they should have. The 
manual supplements the oral indoc- 
rination by filling in the gaps of omit- 
ted data. 


_ Some staff manuals contain a sec- 
tion devoted to instructions on audit 
techniques, uniform work paper re- 
quirements, financial statement forms, 
and disclosure requirements; sugges- 
tions for good language, illustrative 
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and uniform expressions for opinions, 
disclaimers, comments, references to 
scope; and various other data includ- 
ing references to files and personal 
handling and care of papers. 

Such information is valuable to a 
new staff member because, in a short 
time, he can learn the firm’s policies 
and standards on auditing and report- 
ing. It is a great aid to the firm since 
it speeds up the orientation process, 
thereby making the man more valuable 
sooner. It is an aid in securing compli- 
ance with standards and in maintain- 
ing the efficiency that results from uni- 
formity of practices. Such a manual 
is a valuable reference record and 
can save time and embarrassment for 
both the auditor and the firm. 

Specimen copies of forms used in 
auditing and reports may be contained 
in the manual, to apprise the reader 
of all forms in use, with instructions 
as to use in individual instances where 
helpful. A manual may also include a 
section on the preparation of tax re- 
turns. It may contain instructions as 
to the gathering of data for tax returns, 
preparation and review procedures, 
office forms to be used and specimen 
copies, use of tax library, tax files, and 
various other pertinent material. 

For large firms, a manual is virtually 
mandatory. Smaller firms will find 
one, in less detailed form, a very use- 
ful tool for administration and a bene- 
ficial factor in good staff relations. In 
the AICPA’s CPA Handbook, Chap- 
ter 9, there is a discussion of staff 
(administrative) manuals and a copy 
of a large firm’s manual in Appendices 
A, B and C. In Charles S. Rockey’s 
book, Accountant’s Office Manual, 
there also is a discussion of an em- 
ployees’ manual, with an illustration 
of one in Exhibit 9. 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss, CPA 


RECENT UNEMPLOYMENT INSURANCE DECISIONS 


WIFE’S WAGES NOT TAXABLE 


In Appeal Board Case No. 73,762- 
60, the benefit claimant was a bar 
maid who had been in the employ of 
her husband from whom she had been 
separated but not divorced. When she 
applied for unemployment insurance 
her husband protested on the ground 
that she had not been engaged in cov- 
ered employment. It was pointed out 
that Section 511.7 of the Unemploy- 
ment Insurance Law excludes from 
coverage, service of a wife in the 
employ of her husband. The claimant 
contended that this provision of the 
law did not apply in her case because 
she and her husband did not live to- 
gether and had been separated for 
more than five years, even though she 
continued to be employed by him. 

The Appeal Board stated that “The 
term ‘employment’ does not include 
service for an employer by his spouse 

.” They construed the designation 
of spouse to include a husband or wife 
still legally married. Therefore, her 
earnings were not subject to tax for 
unemployment insurance and she could 





SAMUEL S. RESS, CPA, is engaged in 
public practice in New York City. Dr. 
Ress was formerly a member of our 
Society’s Committee on New York State 
Taxation and chairman of its Subcommittee 
on Unemployment Insurance. 
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not accrue benefit rights by virtue of 
such employment. 


VACATION PAY AND VACATION FUNDS 


The issue in Appeal Board Case 
No. 72,228-59 was whether or not the 
period of claimant’s unemployment 
from July 6 through July 19, 1959 
is a “vacation period” within the 
meaning of Section 591.3 of the Un 
employment Insurance Law, durin 
which claimant would not be entitled 
to receive benefits. The Appeal Board 
reversed the decision of the Referee 
and granted benefits to the claimant. 
The latter had received the equivalent 
of one week’s pay from the union 
vacation fund to which the employer 
had made weekly contributions based 
on a percentage of the employee’ 
wages, and a second week’s vacation 
pay directly from the employer. I 
effect the claimant had received vact- 
tion pay for both weeks for which he 
had claimed unemployment insurancé 
benefits. He had been employed ly 
the employer for the week prior atl 
the week subsequent to the two-week 
period in question. 

The Appeal Board pointed to th 
following wording of Section 591.3: 

A vacation period during which no bent 
fits shall be payable to a claimant 1s 4 
period: 

1. during which a claimant has a tet 


porary respite from work; and 
2. for which entire period such claimatl 
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is given a vacation payment or allowance 
by his employer directly . . ., and ; 

3, where such claimant is substantially 
fully employed by such employer both dur- 
ing the last work week before and work 
week immediately following such period... 

The Appeal Board in construing the 
word “directly” in the statute, decided 
that even though the employer had 
paid the moneys used for the pay- 
ments by the vacation fund, the re- 
quirement of the statute had not been 
met. The employer had not paid the 
employee “directly.” The “vacation 
period” disqualification for benefit pur- 
poses does not apply when the “vaca- 
tion pay” is distributed out of a sepa- 
rate “vacation fund” by an adminis- 
trative committee or by trustees who 
collect the funds during the course of 
the year. 

The effect of this decision is to make 
eligible for unemployment insurance 
benefits, subject to the other require- 
ments of the law, many employees 
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Business applications of small and 
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speed electronic computers. 
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who receive vacation pay from sepa- 
rate vacation funds. 


OCCASIONAL AND CASUAL 
EMPLOYMENT 


A benefit claimant had collected 
$1,170 in unemployment insurance 
during a period when he was alleged 
to have been engaged in employment 
on his mother’s farm. Later he re- 
turned to his customary work as a 
truck driver. During the alleged pe- 
riod of his unemployment, claimant 
assisted his mother who was in debt 
by advising her and by taking care of 
correspondence and of her finances. 
His brother planted the crops and op- 
erated the farm. On occasion, claim- 
ant spent a few hours helping his 
brother spray trees. Claimant received 
no pay for his work. 

Despite the Referee’s holding that 
the claimant was not totally unem- 
ployed and not entitled to the benefits 
that he had collected, the Appeal 
Board in Case No. 73,512-60, re- 
versed the decision below. The Ap- 
peal Board stated: 

The record does not support the conclu- 
sion of the Referee that claimant was not 
totally unemployed because he devoted a 
substantial amount of time to the operation 
and management of the farm. It is undis- 
puted that during the reporting period in- 
volved the farm was owned and operated 
by claimant’s mother and that claimant re- 
ceived no remuneration from her. The 
credible evidence supports claimant’s con- 
tention that such assistance as he rendered 
to his mother and brother was only occa- 
sional and casual and did not constitute 
employment within the Unemployment In- 
surance Law. 

It should be noted, however, that in 
those cases where the benefit claimants 
allege that they received no remunera- 
tion from businesses which they own, 
operate or control, it is not likely that 
benefit payments would be allowable 
for the uncompensated weeks of em- 
ployment. (See Matter of Schreiber, 
5 App. Div. 2nd 745; and Matter of 
Emery, 281 App. Div. 426.) 
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Federal Taxation 


Decisions and Rulings—LEONARD H. CARTER, CPA 
Guest Editor 





Commentary —Committee on Federal Taxation ( 
Chairman, ARTHUR J. Dixon, CPA ( 
j 
i 
¢ 
DECISIONS AND RULINGS d 
I 
, § 
DEPRECIATION—USEFUL LIFE of Congress to permit a taxpayer J 1 
AND SALVAGE VALUE recover, tax free, the total cost of capi- T 
The Supreme Court, in its last de- tal assets over the tax years benefited J 
cision day of the year, promulgated its by their use. In MOst CASCS, ast D4 
opinion on various phases of the de- 22° used for their entire economic lif, py 
preciation deduction allowable under and at the end of such period th 
Section 167 of the Code. salvage value — only : be se 
In the consolidated case of Massey However, in connection with the typ ar 
Motors Inc. v. United States of Amer- of asset involved in the case before tht | ,. 
ica, Com. v. Robley H. Evans, Section Court, it is clearly the taxpayer's & J 9, 
23 (e) of the 1939 Code was at issue  Perience that the asset . used me the 
because the taxable years predated the substantially shorter period than : tha 
1954 Code. Each taxpayer was in the  Conomuc life, and that there is a e dey 
business of renting automobiles and — al — value. i the 
had claimed depreciation on the basis Our ER ee Oe Se 
of a four-year useful life. The cars the design of Congress to p — WO 
were sold at a profit after a period of yuacticgeedagg aun sapeceeinnn : ing 
use ranging from fifteen to thirty-six  ‘uction into a capital gain upon ®} joj 
months. The Government argued that  eSale of the asset. Although -_ 1 
the claimed depreciation should be 4S ecied “aniee me 8 me prol 
reduced on the theory that useful life 18 ¢qually applicable to the 195 Unit Goy 
was not the economic life of the asset in Ee rae opment = beer 
(the four years claimed), but only States of America, the 1954 Co ew L econ 
the period it was actually used in the before me Comet. Sie Sam a ca thei 
taxpayer’s business, and that the basis business iy 2S = hc ran 
for computing depreciation should be to use Re Clee: dy 
reduced by salvaye value which it method of depreciation authorized} LEO 
oy —) 4 We 
claimed to be the resale value of the Section 167 (b) of the Code. Ho i 
cars. ea 4 
Ep. Note. Richard S. Helstein, CPA, ¥!| firm 
The Court adopted the Govern- resume his regular editorship of this *| tified 


ment’s arguments. It was the purpose 
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ever, Section 167 (c) authorizes this 

rocedure only where the asset has a 
useful life of three years or more. For 
the reasons stated in the Massey 
Motors, Inc. decision the Court held 
that the rapid method of depreciation 
could not be used because the useful 
life of the cars used in the taxpayer’s 
business was less than three years. 

The other issue in the case related 
to the depreciation of trucks which 
concededly had a useful life in excess 
of three years and were therefore sub- 
ject to depreciation under the declin- 
ing-balance method. The Government 
claimed that the trucks could not be 
depreciated beyond their salvage or 
resale value and cited Regulations 
Section 1.167 (a)-1 (b), issued in 
1956 subsequent to the years in issue. 
Taxpayer contended firstly that the 
regulation could not be retroactively 
applied, and secondly that there is a 
built-in salvage value under the depre- 
ciation method used. 

The Court rejected the taxpayer’s 
arguments. The regulation is valid and 
may be retroactively applied. With 
respect to salvage value, it is true that 
there is a built-in salvage value but 
that is not a valid reason for allowing 
depreciation beyond an amount which 
the taxpayer will receive when the asset 
is disposed of. To permit otherwise 
would distort the expense of employ- 
ing the asset in the years after that 
point is reached. 

These decisions may create further 
problems for both taxpayers and the 
Government. Taxpayers who have 
been depreciating assets over their 
economic useful life may now increase 
their rates to give effect to a shorter 





LEONARD H. CARTER, CPA, is a mem- 
ber of our Society’s Committee on Federal 
Taxation. Mr. Carter is a partner in the 


firm of Blumberg, Block & Carter, cer-. 


tified public accountants. 


period of use in their own business. 
However, on the other side of the 
ledger is a possible denial of the addi- 
tional 20 percent depreciation in the 
initial year of acquisition where the 
useful life in the business may be 
under six years (Section 179). 


BILL EXTENDING CORPORATE 
TAX RATE 


The President signed the bill ex- 
tending until July 1, 1961 the corpo- 
rate normal tax rate of 30 percent and 
all existing excise tax rates. Included 
in the bill is an amendment to Section 
613 dealing with percentage depletion 
of various minerals and ores. It de- 
fines the point for each listed mineral 
when the percentage depletion must 
be computed. 

Heretofore, some taxpayers claimed 
the right to compute depletion on the 
gross income from the finished prod- 
uct, which of course increased the 
deduction. The Supreme Court, on 
its last day, denied to the Cannelton 
Sewer Pipe Co. its claim that it could 
compute depletion on the value of its 
products such as sewer pipe and flue 
lining manufactured from fire clay and 
shale which it mined. The deduction 
was limited to the depletion percentage 
based on the value of raw fire clay 
and shale, after the application of the 
ordinary treatment processes normally 
applied by non-integrated miners en- 
gaged in the recovery of those min- 
erals. The new bill and the decision 
give almost identical results. 


MORE ON EXPENSE 
ACCOUNT ALLOWANCES 


A Senate amendment to the tax 
rate extension bill would have imposed 
severe limitations on the amount 
claimed for entertaining expenses. This 
amendment was eliminated in confer- 
ence, but in lieu thereof there was 
substituted a provision authorizing the 
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Joint Committee on Internal Revenue 
Taxation to make a full study and in- 
vestigation of the operation of the 
present law, regulations and practices 
relating to the deduction of all types 
of entertainment expenses. It was 
directed to make its report to the next 
Congress together with its recommen- 
dations for any changes in the law and 
administration practice which it may 
deem necessary or appropriate. The 
Secretary of the Treasury was also 
directed to report to the next Congress 
the results of the enforcement pro- 
gram relating to entertainment as out- 
lined in T.I.R. 221 (see NYCPA, June 
1960, p. 427) together with his rec- 
ommendations to prevent misuse of 
the deductions. 


DIVISION OF INCOME 
AMONG A FAMILY 


A recent Tax Court decision ap- 
proved of the organization of a part- 
nership which had the effect of chan- 
neling income among members of a 
family. 

Petitioner was an organizer, officer 
and director of a Federal Savings and 
Loan Association. Its principal busi- 
ness was that of accepting deposits 
and lending money secured by first 
mortgages on improved realty. The 
association’s activities generated a sub- 
stantial amount of subordinate and 
related business, the disposition of 
which was controlled by the petitioner 
as chief officer. He consequently was 
in a position to direct to whomever he 
pleased, the placement of realty in- 
surance, appraisals, abstracts and allied 
legal work. This was _ permissible 
under the Manual of Rules and Regu- 
lations for the Federal Savings and 
Loan System. 

Petitioner had four minor children 
—19, 16, 14 and 10 years of age. He 
organized a partnership in which each 
of his children had a one-quarter in- 


terest, each interest being held by his 
wife as trustee. Each child had a say. 
ings account derived from gifts from 
their parents. The sum of $2,000 was 
withdrawn from each account for the 
purpose of an initial capital contr. 
bution to the partnership. 

The 19-year-old son had been learn. 
ing the technique of appraising from 
his father. At the time of the forme. 
tion of the partnership, he was deemed 
to be a qualified appraiser and was 
placed upon the appraisal committee 
of the association. However, during 
the years in question he was a full 
time college student. It was usually 
on week-ends that he went out on 
appraisals. He was also licensed to 
sell insurance. Petitioner diverted to 
his son appraisal fees, insurance con- 
missions and other related items which 
were turned over to the partnership. 

The Government contended that the 
partnership lacked substance and was 
a sham and that petitioner earned and 
controlled the income received by the 
partnership and is therefore taxable 
on it. 

The Tax Court held that control 
over the disposition of business does 
not carry with it the responsibility to 
pay taxes on the income resulting 
from the business. 

There is a difference between being in 
a position to control who shall perform the 
activities which produce the income and 
being in a position to control either th 
use of income producing capital or who 
shall receive income after it is produced, 
and we think that distinction is basic in this 
case. This income was not generated unti 
earned by the actual performance of th 
subsidiary services. The control exercistd 
by petitioner was limited to that of desig: 
nating who should perform the services. 


The Court found that the son pé- 
formed substantially all the services 
despite the fact that they were limited 
to week-ends and after hours. (Rober 
B. Crowley, 34 TC No. 34.) 
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MISCELLANY 


¢ Code Section 270 provides that an 
individual sustaining losses in a single 
trade or business in excess of $50,000 
in each of five consecutive years will 
be allowed deductions only to the ex- 
tent of $50,000 in each such year. The 
operation of a professional football 
team in Boston in 1947 and 1948 and 
one in New York for 1949-1950 were 
held to be different trades or businesses 
which would permit the deduction of 
losses in excess of $50,000 for each 
year. (Joseph M. Collins v. Com., 
34 TC 60.) 


¢ A Circuit Court has heretofore held 
that payments of a percentage of 
profits, in lieu of interest, made to a 
creditor who loaned money to the busi- 
ness, are deductible as interest (Dorz- 
back v. Collision, CA-3, 3/18/52). 
In an apparent reversal a court now 
holds that where a creditor, in return 
for a lower rate of interest, partici- 
pated in the appreciation of certain 
teal estate, the payment by the debtor 
to the creditor of such appreciation 
is not deductible as interest but is in 
reality a payment for an equity in- 
terest in property. (Farley Realty 
Corp. v. Com., CA-2.) 


* A sale of assets followed by liquida- 
tion of a corporation pursuant to 
Code Section 337 cannot convert what 
is usually ordinary income into exclud- 





able income under that section. Ac- 
cordingly, a bank filing on a cash basis, 
which sold its assets including accrued 
interest, was held to have realized 
ordinary income when the interest was 
paid by the purchaser. In effect, in 
lieu of a sale of the right to receive 
the interest there was an actual col- 
lection of the interest. Nonrecogni- 
tion of gain under Section 337 can 
only result from a sale or exchange 
of property. (Central Building & Loan 
Assn. V. Com., 34 TC No. 43.) 
e An insurance agent’s commissions 
on a life insurance policy purchased 
on his own life are compensation for 
services and therefore are taxable in- 
come. (Com. v. Minzer, CA-5.) This 
rule has now been extended to a real 
estate salesman’s commission received 
in the sale of real estate purchased for 
himself. (Com. v. Daehler, CA-5.) 

¢ The Treasury Department indicated 
in Revenue Ruling 55-373 that where 
there was a sale of a portion of a 
business by a corporation accompanied 
by a contraction of corporate activity, 
a partial liquidation of capital stock 
to the extent of the selling price re- 
ceived would not be taxable as a divi- 
dend. This ruling has now been ex- 
tended to include in the partial liqui- 
dation an amount of working capital 
attributable to the business activity 
terminated. (Revenue Ruling 60-232.) 





COMMENTARY 


BASIS OF PROPERTY RECEIVED BY 
HEIR OF REMAINDERMAN 


What is the basis of trust property 
received by the heirs of a remainder- 
man where the latter predeceases the 
life tenant? Under the 1939 Code the 
courts have concluded that the basis 
of securities transferred to a residuary 
legatee or remainderman—whether it 
be the original remainderman or his 


beneficiary—is the fair market value 
as of the date of death of the settlor 
for property retained by the trustee, 
and the cost price in the case of prop- 
erty purchased by the trustee. (Pear- 
son, 27 TC 330.) The courts evidently 
overlooked the fact that a portion of 
the remainder interest, valued at the 
date of the remainderman’s death, is 
subject to estate tax in the remainder- 
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man’s estate. By requiring the heir to 
use the “adjusted uniform basis” (i.e., 
trustee’s basis), the heir was thus de- 
nied the benefit of any increase in the 
value of the remainder interest, which 
increase was included and taxed in the 
remainderman’s estate. 

Seemingly without benefit of statu- 
tory enactment, the Commissioner’s 
regulations promulgated under the 
1954 Code (1.1014-8) have alleviated 
this hardship by permitting a stepped- 
up basis (assuming an increase in 
value of the property) when the trust 
terminates upon the death of the life 
tenant who had survived the remain- 
derman. These regulations provide 
that the basis of any property distrib- 
uted to the remainderman’s heir shall 
be determined by adding to (or sub- 
tracting from) the “adjusted uniform 
basis” of the property (trustee’s basis) 
the difference between: 

1. The fair market value of the re- 
mainder interest in the property at the 
time of the remainderman’s death, and 

2. The remainderman’s “adjusted 
uniform basis” of the property imme- 
diately prior to his death. 


For example, assume that a testa- 
mentary trust is set up with stock hav- 
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ing a value of $1,000 at the time of 
decedent’s death. Income is to be paid 
to A for life with remainder to B or 
to B’s estate. B predeceases A and 
bequeaths the remainder interest to C. 
Assume that the value of the stock at 
B’s death is $1,600 and that A’s age 
at that time is 37. The value of the 
remainder interest included in B’s 
estate is $547 (.34185, remainder fac- 
tor at age 37, x $1,600), and B’s share 
of the uniform basis at the time of his 
death is $342 (.34185 x $1,000). Cs 
basis for the stock distributed to him 
upon dealth of A, the life tenant, is as 
follows: 


Uniform basis of property 
upon termination of life 
interest 

PLus: Value of remainder 
interest in the property at 
time of B’s death 

Minus; B’s share of uniform 
basis of the property at the 
time of his death 342 205 


$1,000 


$547 





C’s basis for stock distrib- 
uted upon termination of 


life interest $1,205 


PERSONAL HOLDING COMPANY 
TREATMENT OF TAX-EXEMPT INTEREST 


Quite frequently, a closely held cor 
poration ceases active conduct of its 
trade or business and becomes inactive. 
The stockholders do not intend to 
liquidate the corporation, in view of 
the tax cost involved, but contemplate 
entering a new trade or business a 
some future date. Its assets are cash 
or cash items. The stockholders would 
like to invest these idle funds, at least 
temporarily, in dividend or interes! 
paying securities. Ordinarily, however, 
such income would be considered # 
“personal holding company income’ 
and the corporation might be subjec 
to the personal holding company ti 
provisions of Section 541 of the It 
ternal Revenue Code of 1954. 
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One of the requirements for per- 
sonal holding company status is that 
at least 80 percent of the corporation’s 
sross income be personal holding com- 
pany income (Section 542). Suppose 
that the corporation invests its idle 
funds in tax-exempt bonds. Is the in- 
terest on such bonds personal holding 
company income? 

In defining personal holding com- 
pany income, Regulations Section 
|.542.2 refers to the sections of the 
Code defining gross income and the 
exclusions therefrom. One of these ex- 
clusions, contained in Section 103, is 
interest on the obligation of a state, 
territory, or possession of the U. S. or 
any political subdivision of the same. 
Therefore, it is clear from these provi- 
sions of the Code and the Regulations, 
that tax-exempt interest derived from 
state or municipal obligations, etc., is 
not to be included in “gross income” 
in determining whether the corporation 
qualifies as a personal holding com- 
pany under the “80 percent of gross 
income” test. 

Furthermore, the personal holding 
company tax is imposed on undistrib- 
uted personal holding company income 
as defined in Section 545. Undistrib- 
uted personal holding company income 
is taxable income of the corporation, 
subject to certain adjustments. As tax- 
exempt interest is not included in 
“gf0ss income,” it is also not part of 
the corporation’s taxable income. Ac- 
cordingly, even if a corporation were 
(0 qualify as a personal holding com- 
pany by reason of its other income, 
such tax-exempt interest would not be 
subjected to the tax imposed by Sec- 
tion 541 of the Code. 

If, however, the corporation has a 
substantial accumulation of earnings 
and profits, the further question may 
arise as to whether such tax-exempt 
interest is to be considered in the de- 
termination of the accumulated earn- 


ings tax provided for in Section 531. 
Here, also, tax-exempt interest is ex- 
cluded as this penalty tax is imposed 
on the “accumulated taxable income” 
as defined in Section 535. This section 
is similar to Section 545 in that it uses 
as its starting point “taxable income.” 
Since tax-exempt interest is not 
included in computing taxable income, 
it would also be insulated from taxa- 
tion under the accumulated earnings 
tax imposed by Section 531. It should 
be noted, however, that an investment 
in tax-exempt bonds may be some evi- 
dence of an unreasonable surplus ac- 
cumulation. Furthermore, the interest, 
although tax-free, increases surplus to 
which the test of reasonableness is ap- 
plied. Therefore, although the tax- 
exempt interest is not itself subject to 
the Section 531 tax, its presence may 
increase the possibility of having the 
penalty tax applied to other corporate 
income. 


POSSIBLE SOLUTION OF 
OPERATING LOSS PROBLEM 


In an item appearing in this depart- 
ment, July 1960 issue, it was pointed 
out that a literal interpretation of Sec- 
tion 382(a) could result in the disal- 
lowance of a carryover of a loss in- 
curred (as, for example, on the sale of 
the assets of an unprofitable operation ) 
subsequent to the purchase of the 
stock but in the same taxable year. 
This seemingly unfair and probably 
unintended conclusion results from the 
two-year rule set forth in the statute 
for stock acquisitions. 

A possible solution has been sug- 
gested. The disallowance may be 
avoided by changing the taxable year 
of the acquired corporation to termin- 
ate shortly after the change in stock 
ownership and, subsequent thereto, 
selling the assets of the unprofitable 
operation so that the loss resulting 
therefrom will occur in the second tax- 


FEDERAL TAXATION @ 651 








able year. In this way, any net oper- 
ating loss carryover to the third and 
subsequent years would still be avail- 
able to the corporation. 


INSTALLMENT METHOD 
OF ACCOUNTING FOR 
REVOLVING CREDIT ACCOUNTS 


A number of department stores and 
clothing chains are planning the adop- 
tion of the installment method of re- 
porting taxable income from “revolving 
credit” accounts, relying on the Febru- 
ary 5, 1960 decision in Consolidated 
Dry Goods Co., 60-1 USTC 9272. 
“Revolving credit” accounts are known 
by many names, including “budget 
accounts,” ‘continuous budget ac- 
counts,” and “cycle budget account 
plans.” In the Consolidated decision, 
the District Court recognized the tax- 
payer’s “Cycle Budget Account Plan” 
as a plan qualifying under Code Sec- 
tion 453(a), and described the plan as 
a typical example of what is known in 
the merchandising field as a revolving 
credit plan. 

Adoption of the installment method 
of accounting under Section 453(a) 
entails possible double taxation in part 
of amounts collected on installment 
sales which have previously been in- 
cluded in income in the year of sale. 
Tax practitioners have believed for 
some time that such double taxation 
could be avoided by the sale of install- 
ment accounts at the end of the year 
preceding the year of adoption of the 
installment method for federal tax pur- 
poses. In Revenue Ruling 59-343 the 
Internal Revenue Service announced 
that it would follow the decision in City 
Stores Co. v. Smith, 154 F. Supp. 348, 
in which the double tax was avoided 
where there had been a bona fide 
sale of installment obligations. Prac- 
titioners have felt, however, that suffi- 
cient problems in this area still exist 
to warrant the application for an ad- 
vance ruling before the sale transaction 
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is consummated. As a result of such 
requests, a number of favorable ad. 
vance rulings have been received, 


There are several important contract 
features involved in the sale of install- 
ment accounts which must be correctly 
treated in the agreement of sale to 
assure Service recognition of the trans- 
action as a bona fide sale and thus to 
avoid double taxation of the amounts 
collected thereafter from customers, A 
few of the more important features are 
the evidence of ownership by the pur- 
chaser, the portion of the selling price 
withheld as a reserve for losses, and 
the treatment of defaulted accounts. 


There still exists a question of 
whether revolving credit accounts qual- 
ify under Code Section 453(a). The 
regulations under Section 453 do not 
contain any rules dealing with this 
question. Instead, when the final regu- 
lations under Section 453 were issued 
in September 1958, the introductory 
paragraph included the following state- 
ment: “Consideration is being given 
to the issuance of separate rules deal- 
ing with the matter of whether income 
from so-called ‘revolving credit sales 
may be reported under the installment 
method of accounting provided for 
under Section 453.” 


Little has been done by the Service 
on the revolving credit issue lately, 
principally because of the Consolidated 
decision. From informal soundings 
the Service appears to lean toward 
recognizing the revolving credit typ 
of plan as an installment plan for 
purposes of Section 453(a). Howevel, 
the ultimate Service position on this 
issue will depend to a great extent 00 
the outcome of the expected Consoli 
dated appeal, and the Tax Courts 
opinion in the Emporium case now 
docketed with that Court. Meat 
while, the Service will not issue official 
rulings on this question until its pos 
tion has been determined. 
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Classified Section 


RATES: “Help Wanted” 20¢ a word, minimum $5.00. “Situations Wanted” 10¢ a word, minimum 


$2.00. 


“Business Opportunities” 15¢ a word, minimum $3.00. 


Box number, when used, 1s two 


words. Closing date, 10th of month preceding date of Issue. 


ADDRESS FOR og F aaa number, The New York Certified Public Accountant, 355 Lexington 


Avenue, New York 17, N. Y. 


HELP WANTED 


Home Office of National Organization is 
seeking an aggressive, experienced account- 
ant, heavy accounting background, both 
public and private, supervisory experience 
necessary, CPA, excellent starting salary, 
extensive benefit program. Reply with 
resume stating education, experience and 
salary desired. Box 2097. 


CPA, to manage small CPA branch office 
in Virginia, excellent opportunity for busi- 
ness builder, starting salary $5,000 to $6,000, 
future partnership status possible. Box 
2145. 


CPA, AICPA, NYSSCPA, 7 years exper- 
ience, seeks four days weekly one or more 
CPAs per diem. Box 2125. 


SITUATIONS WANTED 


CPA, lecturer in taxation, extensive tax ex- 
perience in planning and research, former 
revenue agent and technical adviser, seeks 
per diem arrangement. Box 2098. 


Financial Reports, tax returns, etc., typed 
and checked expertly by qualified and highly 
experienced typist, electric, good service. 
Corona, MU 7-3890, FI 7-1312. 


Secretary-Typist, electric typewriter, varied 
accounting, secretary experience, available 
after 4:30 p.m. and weekends, no home- 
work, earnest, mature, accurate. Box 2120. 


Accountants’ Reports experily typed, IBM, 
accuracy and quality guaranteed, low over- 
head equals low rates. Miss Claire, MU 
2-0326, evenings and weekends LE 4-8336. 


CPA, part-time, experienced punched tape 
and tabulating services. OX 5-6893, Box 
2099. 


CPA, 25 years public experience in all 
phases of accounting with emphasis on insti- 
tutions, non-profits fund-raising, hospitals, 
investments, funds, real estate, etc., seeking 
part-time or per diem work. Box 2100. 
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CPA, tax experienced, seeks per diem a. 
rangement with accountants involving tay 
preparation or checking, research, etc. Boy 
2101. 


CPA, 37, 8% years treasurer-secretary, con- 
troller medium size central New York cor. 
poration manufacturing and _ wholesaling 
consumer product nationally, previous 3% 
years in public accounting, desires associa- 
tion with practitioner planning retirement 
within 5 years, ultimate goal is ownership 
of practice through outright purchase or 
equitable income arrangement, will relocate, 
Box 2113. 


Executive Secretary, varied accounting ex- 
perience, earnest, mature, expensive. Box 
PADI. 


CPA, specializing in SEC work, registration 
statements, etc., wishes per diem or fee work 
with other accountants. Box 2116. 


Assistant Controller, office manager, CPA. 
shirt sleeve executive, mature, reliable, man) 
years experience, seeks responsible position, 
private industry, salary open. Box 2129. 


BUSINESS OPPORTUNITIES 
Mail and Telephone Service, desk provided 
for interviewing, $7.00 per month, director 
listing. Modern Business Service, 505 Fifth 
Avenue (42nd Street). 


Practice Wanted, substantial terms, know: 
how offered overburdened or retiring pra: 
titioner, CPA, N. Y., N. J., AICPA, IE 
MBA. Box 2102. 


Well Equipped CPA Firm, will purchase al 
or part of the practice of overburdened 0 
retiring accountants, substantial cash or a 
tractive retirement arrangements will b& 
offered. Box 2103. 


We Act As Your Secretary, mai!, telephon 
service, $5.00 per month, mail and messagts 
forwarded, private desks and offices avail: 
able, convenient to all transportation. Ab 
bott Service, 147 W. 42nd St., Cor. Broad: 
way. 
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BUSINESS OPPORTUNITIES 
Reliable and Dependable, mail, telephone 
service with a distinctively personal touch. 
New York Mail Service, 210 Fifth Avenue, 
MUrray Hill 3-9221. 


For Rent, air-conditioned attorney’s suite, 
private rooms, recently completed, beauti- 
ful decor, facilities, extra space available 
during tax season, individual or small firm, 
moderate. WOrth 2-1655. 


Practice or individual accounts wanted for 
purchase by CPA with 20 years experience, 
no account considered too small. Box 2104. 


CPA, Society member, 12 years diversified 
experience, own practice, seeks association 
with overburdened practitioner or firm, in- 
terested in partnership or purchase of clients. 
Box 2105. 


CPA, Society member, competent, experi- 
enced, with own modest practice, will pur- 
chase or service small number of accounts. 
Box 2106. 


CPA, thirteen years experience, seeks asso- 
ciation with overburdened or retirement con- 
scious practitioner, desires purchase or man- 
age practice or individual accounts. Box 
2107. 


Small Offices, Desk Spaces, suited to your 
needs, cheerful, air-conditioned. Telephone 
and secretarial services available. Suite 668, 
11 Broadway, WH 4-0157. 


CPA, has space in midtown suite, air-con- 
ditioned, beautiful decor, object sharing staff 
facilities and other mutual benefits leading 
to possible merger. Box 2108. 


CPA, over twenty years of diversified public 
accounting experience, has $8,000 gross and 
free time, seeks association with overbur- 
dened practitioner. Box 2109. 


CPA, attorney, 30, LLM (taxation), Society 
award winner, tax editor, thoroughly ex- 
perienced, will purchase accounting prac- 
tice or individual accounts. Box 2127. 

CPAs desire to purchase practice or individ- 
ual accounts. Cash available. Box 2128. 
42 St. 11 W., light office to share, carpeted, 
furnished, Prentice Hall Service available, 
single practitioner, telephone answered, rea- 
sonable. Box 2111. 


Private Office and work space for CPAs 
(4), furnished or unfurnished, midtown, 


share typing, Bruning, tax services. Box 


2112. 


Accountants Service Center offers a place to 
keep things, obtain phone answering service, 
receive mail, meet a client, do tax research, 
get reports typed and other chores handled 
in exchange for an economical sum. Cost 
can be as low as $5 a month. A whole floor 
of office and desk spaces at 120 Liberty 
Street, BArclay 7-5816. 


CPA, seeks partnership with overburdened 
practitioner who is contemplating retirement. 
Box 2114. 


501 Fifth Avenue, 2 air-conditioned offices 
in newly decorated CPA suite, also rooms 
for your secretary and staff. Lease available 
to April 30, 1965. Murray Hill 2-1887. 


CPA, desires to purchase practice or indi- 
vidual accounts in Nassau or Suffolk Coun- 
ties. Will consider partnership arrangement, 
funds available. Box 2117. 


CPA, modest practice seeks associate under 
45 with self-supporting practice to explore 
partnership possibility and 10 years later 
continuing on retirement. He must be for- 
ward looking with vision to cast off old de- 
lusions, suspicions and reluctances to merge 
for present mutual benefits and enjoyment 
of future security. Submit brief resume in 
strict confidence. Box 2118. 


Expanding New York City Certified Firm, 
desires to purchase practice in New York 
City area, including Long Island, attractive 
arrangements and substantial consideration. 
Box 2119. 


Desk Space Available, new law suite, mid- 
town area, air-conditioned, library. OXford 
7-6068. 


CPA, Westchester, seeks responsible small 
practitioner to share office with later part- 
nership in view. Box 2122. 


CPA, former revenue agent, extensive tax 
experience. Gross accounting billings, ex- 
clusive of tax work, $35,000. Will merge 
for growth. Box 2123. 


CPA, attorney, 38, own practice, seeks op- 
portunity to put ability and experience to 
maximum use by association or partnership 
with single practitioner or firm. Cash avail- 
able if required. Box 2124. 
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HOW TO MEET TODAY'S 
NEW FINANCIAL 
REQUIREMENTS THROUGH 


MODERN FACTORING 


Reprinted from 
THE JOURNAL OF ACCOUNTANCY 


eS, 


Commercial Factors Corporation 





the 
BUSINESS 
GROWTH 
PLAN 


C 


Comme reial Factors Corporation 





Not long ago a special analysis ap 
peared in the Journal of Accountangy 
which created considerable intereg 
Its title was “How to Meet Todays 
New Financial Requirements Through 
Modern Factoring.” Its subject iy 
especially applicable today as bum 
nessmen prepare financially for th 
uncertainties in the money market, | 


Because of the great number of 
quests we have received for copies at 
the analysis, we recently reprinted if 
in booklet form. We are pleased i 
make it available without cost or oble 
gation to members of the accounting 
profession. 


In addition, we invite you to writ 
for copies of “The Business Growth 
Plan,” a 16-page booklet designed far 
distribution to your clients. It d 
scribes in nontechnical language 
how factoring, a specialized form d 
commercial financing, provides fivé 
major requirements for sound and 
profitable business growth. 


For free copies, please address your request, specifying the publi- 
cation and the quantity desired, to Mr. Walter M. Kelly, President. 


In addition to old-line factoring, described in detail in the above two 
booklets, Commercial Factors Corporation offers a wide range of 
credit and financial services, including nonnotification factoring and 
accounts receivable financing. We also assist many of our clients by 
advancing funds, on a secured or unsecured basis, to support inven- 
tory, for machinery purchases, plant expansion programs, mergers, 


acquisitions, etc. 


We would be pleased to discuss these services with you in detail when 


the occasions arise. 


Commercial Factors Corporation 
One Park Ave., N. Y. 16, N. Y. » MU 3-1200 
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$150 WEEKLY BENEFIT 


¢ Now available under N. Y. State Society of CPA’s Accident and 


Sickness Insurance Plan to members under age 60. 


¢ Provides income at $7,800 yearly for 5 years in case of Accident 


and for 2 years in case of Sickness. 


Send for brochure and application form. 


HERBERT L. JAMISON & Co. 


Brokers for Society’s Group Accident & Health Insurance Plan 


270 MADISON AVENUE, NEW YORK 16 MUrray Hill 9-1104 














@ Save at 
the Sign 
of Our 
Big Nine — 
The Home 
of Savings 
+ 


Corporation Savings Accounts to $10,000 welcome: 
—Insured and always at ‘par’ at Ninth Federal 
Rent Security Trust Accounts: 
—Helpful to landlords and tenants alike 


SERVICE — Complete 
Resources over $115 Million 





“There is somethin 
that is much mop 
scarce, somethin 
rarer than ability 


It is the ability te 
recognize ability! 


FRoBert Ffac 


PERSONNEL AGENCIE 


130 WEST 42 STREET, NEW YORK 36, ’ 


LOngacre 4-3834 


controllers 
treasurers 
internal accountants 
cost/budget men 
systems men 
tax men 
internal auditors 
office managers 
bookkeepers 

and, of course 
public accountants 


a ;, 
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